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OUR COVER 


There are many stories of odd and humorous incidents relating 
to the annual tax return filing date. Some of our Washington friends 
say that a partially completed return with the red-ink inscription on 
our cover—lIt's now 2 a.m. I've gone as far as | can. You take it 
from here!—was actually filed. That may be expressive of the frus- 
tration which taxpayers feel on the night of April 14, but it can all 
be avoided by (1) starting earlier in the preparation of one’s own 
return or (2) having a professional tax man handle this formality. If 
the taxpayer shuffled off to bed frustrated and irascible at 2 a.m., 
he'll begin the first of many nights of troubled sleep because of this 
return. He didn't solve a problem; he created several more. This may 
be a humorous incident—the IRS says it is—but what is going to 
happen to that taxpayer may not be humorous. 


Here are two other recent messages: 


Attached to a Form 1040 which was filed not long ago was 
this comment: ‘You will please note—on page 5—Instructions—wunder 
‘must be reported'—you list ‘gratuities’ and under ‘should not be 
reported'—you list ‘gifts.’ Webster calls these synonymous. Why 
do you idiots have to try to improve on him?" 


On a federal income tax return which claimed a mother-in-law 
as an exemption for the first time, there was this note: ‘Please note 
new exemption. If you can arrange her removal from my home, I'll 
gladly pay the additional $120 tax."’ 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Hditor, Henry L. Stewart; Wash- 
ington Editor, Lyman L. Long; Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane. 
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IN THIS ISSUE 


Revenue administration, The new Commissioner of Internal Rev- 
enue, Dana Latham, is questioned on a series of provocative adminis- 
trative problems by one of our Washington reporters. What Mr. 
Latham has to say begins at page 294. 


State taxation. On February 24 the United States Supreme Court 
bundled off its decision in four state tax issues to the interested 
parties. These decisions involved the laws of Minnesota, Georgia, 
Ohio and Virginia. Fred L. Cox of the Department of Revenue of 
the State of Georgia, who has been intimately connected with Stockham 
Valve, expresses his view of the impact of these decisions at page 299. 
Whether we like it or not—and whether we agree with the Supreme 
Court or not—the general effect is that the fence around “interstate 
commerce” has been torn down and the states’ tax agents may graze 
on this hitherto-forbidden pasture. Justice Frankfurter spotlights the 
practical side in his dissenting opinion: 


“It will not, I believe, be gainsaid that there are thousands of 
relatively small or moderate size corporations doing exclusively inter- 
state business spread over several States. To subject these corpora- 
tions to a separate income tax in each of these States means that they 
will have to keep books, make returns, store records, and engage legal 
counsel, all to meet the divers and variegated tax laws of forty-nine 
States . . . . The cost of such a far-flung scheme for complying with 
the taxing requirements of the different States may well exceed the 
burden of the taxes themselves, especially in the case of small com- 
panies doing a small volume of business in several States.” 

Now there’s the economic side: “The present diversity of state 
allocation formulas creates avoidable waste,” says C. Lowell Harriss, 
professor of economics, Columbia University, in his article at page 327. 
The Supreme Court seemed to assume that apportionment would be 
fair; and in determining what is fair, Professor Harriss urges caution 
because the new authority gives the state the power to get revenue 
from foreigners—with no vote in the state. 

These decisions are also discussed in our “State Tax News” 
department this month. 
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Indians. As every schoolboy knows, or soon learns, the Indians 
were here first. The United States Government has made them its 
wards and thus relieves them of a number of the problems that attend 
we ordinary citizens. What the schoolboy would be shocked to hear 
is what Felix S. Cohen wrote in 1953 in the Yale Law Journal: “It 
is a pity that so many Americans today think of the Indian as a 
romantic or a comic figure in American history without contemporary 
significance. In fact the Indian plays much the same role in our 
American society that the Jews played in Germany.” 


The rights of the Indians stem from treaties and from acts of 
Congress giving life to those treaties, made as early as 1798. The 
warden of the Indians is the Commissioner of Indian Affairs in the 
Department of the Interior. The Indian has a tax exemption, but it is 
not an exemption which is personal to him because he is an Indian; 
rather, it rises from certain forms of property which came into being 
by a treaty or an agreement—usually stating that the land would 
remain in Indian ownership forever. The broad language of the Code 
taxing all citizens of the United States is not applied in the face of 
the treaties establishing the reservations, the General Allotment Act 
and the guardian-ward relationship between the United States and 
the Indians. It is this uncoded tax exemption which Robert E. Nelson 
discusses in his article beginning at page 301. 


Mr. Nelson is an attorney in Green Pay, Wisconsin, and has 
considerable familiarity with the problems of Indians. The fact that 
there is an exemption from tax does not mean that Indians pay no 
income tax. If a paradox exists, perhaps you should read Mr. Nelson’s 
article—and if there is truth to what Mr. Cohen has written in the 
Yale Law Journal, you will want to be informed about such bureau- 
cratic treatment. 


Dividend arrearages. There are a number of very complicated 
rules regarding the distribution of stock, stock dividends and stock 
rights. These types of securities are all normal occurrences in the 
life of any corporation. It also happens that dividends, undeclared 
and unpaid, accumulating to the benefit of certain stock is a normal 
but infrequent occurrence. Sometimes a corporation will pay its 
arrearages in cash; sometimes it issues stock dividends; sometimes 
it reorganizes and issues new types of securities. The tax issues in 
these transactions have been before the courts, but certain ambigu- 
ities still exist. The article beginning at page 309 discusses the prin- 
ciples which now govern the obligation of the corporation to pay 
these accumulated dividends. 


Charles R. Cutler, the author of the article, is a member of the 
law firm of Kirkland, Ellis, Hodson, Chaffetz & Masters, Washington, 
D. C. 


Pensions for the self-employed. Thousands of “senior citizens” 
from all states who were attracted to the widely advertised climate 
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of Southern California became ardent supporters of an elderly Cali- 
fornian, Dr. Townsend, in his scheme of government-financed social 
security during Franklin Roosevelt’s first term as President. The 
Social Security Act is now history. It is an operating law which 
provides benefits financed, in part, by contributions of the employed 
measured by his wages and by contributions of the employer measured 
by his pay roll. 


The idea that a workingman should not be discarded from the 
working force to become a likely drain upon the charity of some states 
spread. The unions pushed for the idea that the economy should pay 
not only for a man’s working years but also for those years when he 
had been depreciated beyond salvage value. After a celebrated deci- 
sion involving Jnland Steel, retirement pensions became a bargainable 
issue. The retirement pension idea caught on, and more and more 
employers established pensions for their retiring employees—whether 
forced to do so as a result of bargaining or as an inducement for others 
to accept employment and to remain as employees. 





There seems no escaping the effect of taxes on anything that has 
to do with income. The government sought to encourage the estab- 
lishment of retirement funds and pensions by offering the only thing 
it had to offer—tax exemption. The giving of tax exemption to those 
amounts which an employer contributes to a fund from which pensions 
will be paid to its retired employees created an inequity in that the 
man who was self-employed received no tax exemption for amounts 
which he might save from his income to be used in his unproductive 
years of life. For a number of sessions of Congress, bills have been 
introduced which would grant a like tax exemption to the savings 
of the self-employed. Each year these bills have failed to pass, and 
each year the self-employed continued to suffer, like Job. In the 
present Congress there is H. R. 10, which many feel has its best 
chance of being enacted into law this year. 


Things that have happened in England and in Canada may pro- 
vide the spark for passage of this piece of legislation. 


In 1956 the United Kingdom provided tax relief to assist the 
self-employed in making adequate provision for their retirement. 
The United Kingdom experienced, in recent years, the same rapid 
expansion of group pension funds due to full employment. The United 
Kingdom method permits a self-employed person an exemption from 
tax on the premium paid for a deferred annuity, with limitations as 
to the amount which escapes tax based upon a percentage of the 
individual’s earnings depending upon his age. On retirement, there- 
after, the annuity benefits or payments are taxed to the annuitant. 
Last year, Canada adopted much the same kind of tax relief. This 
year’s H. R. 10 proposes a plan very similar to that of the United 
Kingdom and that of Canada, setting up limitations and safeguards 
against abuse—which are peculiarly necessary because of our tax laws. 


The article at page 321 explains this bill. It is written by Charles 
K. Polisher, of Philadelphia. He is the son of Edward N. Polisher, 
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the well-known author of a large work on estate planning. Charles is 
associated with his father in the law firm of Edward N. Polisher. 


Civil War taxes. All United States income taxes did not begin 
on March 1, 1913. Even grandpa (great-grandpa of some of us) was 
saddled with income taxes during the Civil War period, 1861-1865. 
Income tax in that day did not raise any whopping billion dollar 
revenue such as we know today. Gross receipts in 1861 were only 
$41,509,931. In 1862 they were $51,987,456. None of this revenue came 
from income and profits taxes. In 1863 total receipts jumped to 
$112,697,291, of which $2,741,858 came from income and profits taxes. 
Then in 1864, total receipts more than doubled to $264,626,771, of 
which $20,294,732 came from income and profits taxes. The revenue 
from income and profits taxes soared (for those days) to nearly 
$73 million in 1866 and then decreased rapidly in 1877 and disappeared 
altogether in 1878. The war economy in this country, torn by internal 
strife, had a debt of $65 million, which increased to almost $3 billion 
by 1865. As one author put it: “Tax resources before undreamed of 
were resorted to.” The tariff was supplemented by a series of internal 
taxes. These included an income tax that remained in effect until 1872. 
The aggregate yield of this tax was $347 million. The Civil War in- 
come tax was the first tax of its kind enacted during our history as a 
nation. In the colonial period an income tax was imposed in the New 
England and the Middle Atlantic areas. 


At page 329 Peter James Wikel tells how this tax affected 
grandpa’s and great-grandpa’s pocketbook. Mr. Wikel, a Larkspur, 
California CPA, conducts a tax column which is presently being 
circulated in newspapers in 135 cities in California. 


Medical deduction. When the medical deduction provisions were 
first enacted in the revenue code, there was a great amount of kidding 
about tooth paste, cigarettes, whisky and such other items affecting 
health, expenditures for which should be allowed as a deduction. The 
Commissioner, of course, was anxious to establish some sensible 
rules to keep this deduction from getting out of hand and for some 
of his attempts he received the back of the hand of the court. “Humane 
considerations in revenue laws are undeniably exceptional but there 
is no good reason, why, when, for once, Congress, although seeking 
revenue, shows it has a heart, the courts should try to make it beat 
feebly.” (Ochs v. Commissioner, 52-1 ustc § 9271.) The provision ex- 
panding the deduction for our overaged citizens re-emphasizes that 
Congress has a heart. Reinhold Groh’s article, beginning at page 335, 
explains the Code’s provision for overaged citizens. At a recent meet- 
ing of a joint tax conference presented by the Illinois Society of 
Certified Public Accountants and the Illinois State Chamber of Com- 
merce, Mr. Groh was assigned the topic “Problems of Individuals,” 
and this article is based on part of that talk. He is a CPA. His firm 
is Groh, Gough & Company, Chicago. 
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Dana Latham, Commissioner of Internal Revenue, 
discusses his plans for improving the day-by-day operation 
of the Internal Revenue Service. 


ANA LATHAM, a tax attorney for a number of years, 

became Commissioner of Internal Revenue on November 
5, 1958. As Commissioner of the Internal Revenue Service, 
Mr. Latham directs the activities of over 50,000 IRS employees, 
who processed 93.5 million tax returns in 1958 and collected 
$79.9 billion. In an exclusive interview with the new Com- 
missioner, CCH wanted to know what his plans were for 
improving the day-by-day operation of the Internal Revenue 
Service, the largest collection business in the world. His 
views on this vital question follow: 


Q. Mr. Commissioner, during the period of time you have 
served as Commissioner, have you determined there are over- 
all changes necessary in the organization of the Service? 


A. First let me say the Service is a big organization— 
and one which is still going through the “mill” from the stand- 
point of the reorganization which started in 1952. I am daily 
conferring with my officials and asking questions on the 
organization and functions of the national office and regional 
offices. I must first get acquainted with the problems of oper- 
ating an organization which collected close to $80 billion in 
taxes in 1958. If I find changes are necessary for more efficient 
and economical methods of doing our job, I will not hesitate 
to make them. 


Q. The Service has stepped up its training programs for 
agents, revenue officers and other management personnel. 
What is your evaluation of these programs? 


A. Our training programs are excellent. They already 
show results through increased audits and additional revenue 
collected. We want to expand these programs to improve the 
technical and managerial ability of all our cmployees, both 
in the regions and in the national office. You must remember 
our training programs are designed to accomplish more than 
collecting additional taxes, which, of course, is our primary 
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purpose. They also improve employee morale through addi- 
tional knowledge of tax law, and are reflected in our contacts 
with taxpayers. 


Q. There has been a lot of concern about the morale of 
the Internal Revenue Service employees. How do you rate the 
present employee morale? 


A. I think the morale of most of our employees is reason- 
ably high, but I want to raise it even higher by making sure 
that employees in every activity of our operations have an 
opportunity to advance. The promotional and training pro- 
grams for our audit agents and revenue officers have greatly 
contributed to the present high morale of our employees. The 
recent appointment of Charles I. Fox, a career official of the 
Service since 1927, as my Deputy Commissioner is an indi- 
cation of how I feel about promoting from within the Service 
where qualified men are available for the position. 


Q. Do you plan to establish a district director office in 
Alaska? 

A, This matter is now under study. There are many 
factors to be considered before we can make a final decision. 


Q. You have stated that one of your aims as Commis- 
sioner is to improve the Service-taxpayer relationship. How 
do you propose to accomplish this? 


A. While our present relationship with taxpayers is fairly 
good, I feel it can and should be improved by such things as 
answering taxpayers’ correspondence more promptly, putting 
the human touch in our letters to taxpayers, and exhausting 
all collection remedies before filing liens on the property of 
delinquent taxpayers. In cases of delinquent wage earners we 
will make all efforts to collect taxes due before we contact 
employers to withhold on wages. There are many such ways 
in which we can improve our relationship with taxpayers. 

Q. Errors in tax returns have always been a problem for 
the Service. Previous IRS estimates ran as high as one out 
of every four returns contained errors. Do you feel there are 
additional methods the Service can use to reduce these errors? 


A. Definitely. It is a matter of more assistance to tax- 
payers and an additional educational effort on our part. This 
year we are enlarging our tax training program to train 22,000 
representatives of government agencies and business concerns. 
These persons in turn will help employees of their organi- 
zations with their returns. We are also expanding our present 


(Continued on page 368) 
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TAX-WISE NEWS 


A HUSBAND AND WIFE have a joint bank 
account. Each files a separate return. Who gets the deduction for 
the family’s medical care? Answer: When bills are paid from funds 
in the joint bank account, each spouse is entitled to take one half on 
his return.—Rev. Rul. 59-66, 


“'WHAT’s SO ORDINARY about that?” 
asked the Commissioner when he saw the expense deduction claimed 
by a doctor who took a course in psychiatric methods. Since the burden 
of proving that the expenses—$5,000 in one year and $3,000 in the 
next—were ordinary and necessary expenses paid or incurred during 
the taxable year in carrying on any trade or business was on the 
doctor, he proved his point by relying on Regulations Section 1.162-5 
(a)(1). The doctor had been in private practice for approximately ten 
years. He specialized in internal medicine. Like a number of other 
doctors, he used psychiatric methods in the diagnosis and treatment 
of his patients. In other words, in order to maintain and improve 
his skill as an internist, he studied the techniques of psychiatry. The 
Tax Court decided in favor of the doctor. “It is in the realm of 
common knowledge that many physicians ordinarily continue to 
enlarge their medical education after their fundamental training has 
been completed .... He took the course not for the purpose of 
becoming a specialist as a psychiatrist but for the purpose of better 
carrying on his own practice.”—John S,. Watson, CCH Dec. 23,461, 
31 TC —, No. 102. 


But contrast the above case to this one: Two teachers took a 
tour to Europe and even earned credits toward their in-service require- 
ments; but they couldn’t bring their expenditures within the Hill 
teacher-expense doctrine——Richard and Melva Seibold, CCH Dec. 
23,464, 31 TC —, No. 103. 


lr A REVISED Bulletin F (depreciation) is 


issued, it may not make many changes. 
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Fraup is an ugly word, and the Com- 
missioner must prove that fraud exists. It is never presumed. This 
taxpayer’s bank deposits, when totaled at the end of the year, greatly 
exceeded his salary, and the Tax Court listened to his explanation 
and said: “We do not think the combination of the bank deposit and 
cash expenditure methods used” by the Commissioner to determine 
the taxpayer’s taxable net income was correct. Income determined 
“under those methods was in our opinion so questionable as to warrant 
its disapproval.”—Clyde L. Powell, CCH Dec. 23,472(M), 18 TCM 
170. 


Sidelight: This guy was betting on the horses—some days as 
much as $3,000. At the end of the year, his losses washed out his 
gains. 


Wuen AN EMPLOYEE RECEIVES a 
lump-sum distribution from a retirement trust, it must be decided 
whether the distribution is subject to ordinary income tax rates or 
the capital gain rates. If the lump-sum distribution is paid within one 
year because a plan is terminated incident to a transfer of ownership 
of a business for cash, the IRS has said that, under the circumstances, 
the employee will be deemed to have “separated from the service” of 
an employer. This makes the lump-sum distribution subject to capital 
gain rates. What made the Waterman Steamship Corporation plan 
different was that there was no provision for lump-sum distribution, 
and when Waterman was acquired by another corporation, the amount 
standing to the credit of the employees was distributed to them in 
a lump sum. The Tax Court held that capital gain rates should 
apply in this instance—Thomas D. Judkins, CCH Dec. 23,465, 31 TC 
—, No. 104. 


M ORE ABOUT EXPENSE ACCOUNTS: 
For 1958, employees claiming a deduction for business expense in 
excess of reimbursement from their employer can submit a reason- 
able estimate of expenses incurred by them which were charged to 
their employer, but for 1959 and thereafter, employees should main- 
tain a record of expenses charged to their employer through the 
credit-card system or otherwise. 


The actual amount of expenses involved should be reported on 
the employee’s return, even though the employer may later receive 
a discount. The employer is not required to furnish the employee 
a record of expenses charged to the employer. 


m 
Tue UBIQUITOUS TAX ADVISOR! 


The Wall Street Journal says Alvin Chipmunk hopes to earn $7 million 


Tax-Wise News 





in 1959. Ross Bagdasarian, Alvin’s creator, calls himself a ten-cent 
psychiatrist who knew kids would get a kick out of identifying them- 
selves with Alvin, who always defies his teacher. When the record’s 
sales started climbing on the popularity chart, The Wall Street Journal 
says accountants, attorneys, publicity men, merchandising experts and 
tax advisors were alerted. The IRS probably was alerted, too. Tax 
on $7 million ain’t cookies. 


Tue SUPREME COURT of the United 
States says that federal tax liens come first, ahead of a union welfare 
fund. Here’s what happened: An employer made contributions to 
a union welfare fund as required by a collective bargaining agreement. 
The employer went into bankruptcy. The question is: Were contribu- 
tions made by the employer “wages . . . due to workmen” which 
do receive priority? Here’s what the Court said: 


“Let us examine the nature of these contributions. They are flat 
sums of $8 per month for each workman. The amount is without 
relation to his hours, wages or productivity. It is due the trustees, 
not the workman, and the latter has no legal interest in it whatso- 
ever. A workman cannot even compel payment by a defaulting em- 
ployer. Moreover it does not appear that the parties to the collective 
agreement considered these welfare payments as wages. The contract 
here refers to them as ‘contributions’. Finally, Embassy’s [the employer] 
obligation is to contribute sums to the trustees, not to its workmen; 
it is enforceable only by the trustees who enjoy not only the sole 
title, but the exclusive management of the funds. 


“It is contended, however, that since ‘unions bargain for these 
contributions as though they were wages’ and industry likewise con- 
siders them ‘as an integral part of the wage package’, they must in law 
be considered ‘wages’. This approach overlooks the fact that we deal 
with a statute, not business practice. Nor do we believe that holdings 
that various fringe benefits are wages under the N. L. R. A. or the 
Social Security Act are apposite. We construe the priority section of 
the Bankruptcy Act, not those statutes. It specifically fixes the relative 
priority of claims of classes of creditors. Here that class is ‘wages 

due to workmen’. 


“The contributions here are not ‘due to workmen’, nor have they 
the customary attributes of wages. Thus, they cannot be treated as 
being within the clear, unequivocal language of ‘wages . . . due to 
workmen’ unless it is clear that they satisfy the purpose for which 
Congress established the priority. That purpose was to provide the 
workman a ‘protective cushion’ against the economic displacement 
caused by his employer’s bankruptcy. These payments, owed as they 
are to the trustee rather than to the workman, offer no support to 
the workman in periods of financial distress. Furthermore, if the 
claims of the trustees are to be treated on a par with wages, in a case 
where the employer’s assets are insufficient to pay all in the second 

(Continued on page 356) 
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Impact of the Stockham Decision 
By FRED L. COX 


Late in February the United States Supreme Court cleaned its docket 

of some very important state tax questions that had been 

hanging for some time. Two of these cases—one from Georgia and one from 
Minnesota—impinged upon the interstate-commerce clause barrier. 

Because of his position in the Georgia Department of Revenue, Mr. Cox 

has been intimately connected with pursuing the Georgia case to a successful 
conclusion in spite of defeat in his own state's supreme court. 


HE DECISION in the Stockham Valves' case and its companion 

Northwestern States Portland Cement case? reaffirms with emphasis 
the principle enunciated 40 years ago in the United States Glue Com- 
pany * case that a state may impose a fairly apportioned net income tax 
on a foreign corporation whose business activities within that state 
are exclusively in interstate commerce. The Supreme Court stated 
without equivocation that it is not the purpose of the commerce clause 
“to immunize such commerce from carrying its fair share of the costs 
of state governments in return for the benefits it derives from within 
the State.” The Court went on to say that “it has been established 
since 1918 that a net income tax on revenues derived from interstate 
commerce does not offend constitutional limitations upon state inter- 
ference with such commerce.” 

The language of the Court is crystal clear that the commerce 
clause was never intended to give interstate commerce a competitive 
advantage over intrastate commerce, but to prevent it from being put 
to a competitive disadvantage. When interstate income is fairly appor- 
tioned and nondiscriminatorily taxed, the commerce clause has served 

*Williams v. Stockham Valves and Fittings, Inc., 4 stc J 200-002 (February 24, 
1959), rev’g 3 stc § 250-439, 101 S. E. 2d 197 (Ga., 1957). 

* Northwestern States Portland Cement Company v. Minnesota, 4 stc {| 200-002 
(February 24, 1959), aff’g 3 stc J 250-418, 84 N. W. 2d 373 (Minn., 1957). 

* United States Glue Company v. Oak Creek, 1 stc § 245, 247 U. S. 321 (1918). 


Stockham Decision 299 





with credit the purpose for which it 
was originally intended. 

As the Court said, a fairly “appor- 
tioned tax is designed to meet the 
requirement” that interstate business 
pay its way and prevent “such taxes 
as will discriminate against or pro- 
hibit the interstate activities or will 
place the interstate commerce at a 
disadvantage relative to local com- 
merce.” 

The Stockham decision in no par- 
ticular overrules the Spector * decision 
or any subsequent decision of the 
Court controlled by Spector. It merely 
confirms the principle of Spector and 
thoroughly explodes the argument by 
some taxpayers that footnote 6 in 
Spector repudiated the dictum in 
Memphis Natural Gas Company® that 
a nondiscriminatory tax upon the net 
income of exclusively interstate busi- 
ness within the state is not prohibited 
by the commerce clause. As in Spector, 
the Stockham decision clearly distin- 
guishes between a tax on net income 
from interstate commerce and a tax 
on the privilege to engage in inter- 
state commerce. The validity of the 
tax is determined at the line of de- 
marcation between the two incidences. 
Net income is the valid incidence. 

While a state is barred from im- 
posing a tax measured by interstate 
the incidence of the 
tax relates to the regulation of the 


income where 


commerce, a state’s power to impose 
a tax on interstate net income is ab- 
solute and supreme where the inci- 
dence of the tax is unrelated to the 
regulation of the commerce and in no 
way impedes the free flow of com- 
merce between the states. 

For a state tax imposed directly 
upon interstate net income to be in- 
valid it must be shown that the in- 
come was unfairly apportioned and 
placed ‘a burden upon interstate com- 
merce in a constitutional sense.” This 
Stockham did not allege. State ap- 
portionment formulas should be so 
designed as to apportion for taxation 
by the state only the net income rea- 
sonably attributable to sources and 
activities within the taxing state. 
Such apportionment will prevent state 
taxation of more than 100 per cent 
of a corporation’s net income even if 
all the states adopted a tax measured 
by net income. A formula for uni- 
form application by all the states 
would solve the problem of apportion- 
ment and obviate the necessity for 
additional and expensive bookkeep- 
ing. The scope and impact of the 
Stockham and Northwestern decisions 
make more urgent a uniform basis for 
allocating and apportioning income 
from interstate operations. 

In the Stockham case the court 
recognized the “need for clearing up 

(Continued on page 334) 
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* Spector Motor Service, Inc. v. O’Connor, 
2 src § 200-044, 340 U. S. 602 (1951). 
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By ROBERT E. NELSON 


The title and rights to Indian lands stem from a series of treaties antedating 
the modern income tax law. To some Indian lands, where oil and 

valuable minerals have been discovered, whether or not the tax law applies 
is a substantial question. The author recently tried 

an Indian case in the United States District Court, 

and his article grows out of research necessary for that trial. 


O MOST TAX PRACTITIONERS, the possibility of tax problems 

and tax benefits arising from the ownership of Indian lands 
probably seems most remote. But several recent court decisions * in 
this field offer fascinating opportunities for tax savings in the right 
situations. 

Historically, the United States has always treated Indians as a 
favored people. Legally, the United States stands in the position of a 
guardian to every “incompetent” Indian. Although this special con- 
sideration was engendered no doubt in part by feelings of both guilt 
and sympathy for the vanquished red man whose lands were appro- 
priated by the white man, a firmer basis for the attitude can be found 
in the promises made by the United States to the Indian nations in 
treaties, in general laws such as the General Allotment Act of 1887,’ 
and in individual allotment certificates. 


At present in the United States, Indian lands are owned generally 
in three ways: 

(1) Communal property belonging to the tribe. 

(2) Tracts allotted in (normally) 80-acre sizes which are held in 
trust by the United States for specified Indians. 

(3) Land owned in fee by Indians, just as a white man owns land. 

Before the white man came to America, the common concept of 
property ownership known to Indians was the communal form. There 
was a vague recognition among the various Indian nations that certain 





1 Squire v. Capoeman, 56-1 ustc ff 9474, 351 U. S. 1; Shepard v. U. S., 58-2 uste 
§ 9645, 162 F. Supp. 313 (DC Wis.), appeal to CA-7 dismissed by the government. 
? 24 Stat. 389, 25 USC Secs. 331 and following. 
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areas belonged to certain tribes for 
hunting, fishing and the limited farm- 
ing which was carried on, but there 
was no. individual ownership of 
property. 

Then came the white man who, by 
war and by promises, gradually drove the 
Indians into small reservations. A 
chronological reading of the various 
treaties with the Indians collected in 
Kappler, Affairs, Laws, and 
Treaties, the pattern of the 
white man’s inexorable westward push. 


indian 
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lhe first treaties draw a line north and 


south through western Pennsylvania 
All the land east of this is given to the 


white man and all land west of this ts 
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line is re-established 
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Then the line is changed to Detroit: 
Ft. Wayne; then to Chicag 

1837, the Indians agree t 
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of the Civil War a new approach to 
the “Indian problem” was taking shape. 
Rather than keeping these Indian 
nations intact on reservations, it was 
believed healthier to assimilate them. 
The first step toward this was to teach 
them the white man’s ways—to “civil- 
ize” them. 


\ series of treaties were executed 
with various Indian nations. Several 
methods of splitting up the reserva- 
tions were tried, but by far the most 
common form the allotment 
method. The treaty of November 15. 
1861, with the Potawatomi * is typical 
of this method. Under the terms of 
this individual ownership of 
property was introduced to the Indians 
Congress offered to any Potawatomi 
Indian who would relinquish his clain 
in other property held by 
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treaty 


n<e - 
usc 








tracts shall be exempt from levy, taxa- 
tion, or sale... .” 


The phrase “until otherwise pro- 
vided by law” means “until the Indian 
becomes competent and receives the 
land.” This is made clear by the next 
paragraph of the treaty, which pro- 
vides that, when an Indian has proved 
his competency, a fee patent shall be 
issued to him, “and thereafter the 
lands so patented to them shall be 
subject to levy, taxation and sale, in 
like manner with the property of other 
citizens.” 

The General Allotment Act of 1887 
was part of this plan of Congress to 
force all Indians to become assimilated. 
By allotting to each Indian his own 
piece of ground, the communal gov- 
ernment of the tribe was undermined 
and the Indian gradually began to act 
and to think in the white man’s con- 
cepts. The General Allotment Act 
declared that: 


“ee 


the United States does and 
will hold the land thus allotted for 


the period of twenty-five years, in 
trust for the sole use and benefit of 
the Indian to whom such allotment 
shall have been made, or, in the case 
of his decease, of his heirs according 
to the laws of the state or Territory 
where such land is located, and that 
at the expiration of said period the 
United States will convey the same 
by patent to said Indian, or heirs as 
aforesaid, in fee, discharged of this 
trust and free of all charge or incum- 
brance whatsoever: Provided, That 
the President of the United States 
may in any case in his discretion extend 
the period.” 

In no sense were these allotments 
gifts to the Indians by the United 
States. The land was not the United 
States’ to give. It really belonged to 
the tribe. The United States merely 
assumed the obligations of a trustee 


in respect to the land in order to bring 





* 280 U. S. 363. 
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about a change in the way the land 
was owned. 


The allotment certificates issued to 
individual Indians pursuant to the 
General Allotment Act and _ these 
treaties contained the same promise: 


“cc 


i in trust for the sole use and 
benefit of the said Indian. and 
that at the expiration of said period 
the United States will convey the 
same by patent to said Indian, or his 
heirs, as aforesaid, in fee, discharged 
of said trust and free of all charge or 
incumbrance whatsoever: Provided, 
That the President of the United States 
may, in his discretion, extend the said 
period.” 


The 25-year period mentioned in 
the General Allotment Act was extended 
by various Presidents for additional 
periods for various tribes. Some 
reservations are now entirely free of 
trust and owned in fee by the Indians 
or their assignees. Others have been 
only partly distributed, depending on 
the number of competent Indians and 
their desires to receive a fee. 


Such fee patents, when issued, usually 
contain this language : 


“The land covered by this patent is 
not liable for any debt contracted 
prior to this date, as provided by Sec- 
tion 5 of the Act of February 8, 1887 
(24 Stat., 388, 389), and the amenda- 
tory Acts of May 8, 1906 (34 Stat., 
182) and June 21, 1906 (34 Stat., 
325, 327).” 


With this background it can be seen 
that the case for exemption of Indian 
lands from all types of taxation is 
strong. The general rule that tax 
exemptions are matters of legislative 
grace to be strictly construed are not 
applicable to Indian lands because 
that exemption arises by contract. 


In Carpenter v. Shaw® the United 
States Supreme Court said: 














areas belonged to certain tribes for 
hunting, fishing and the limited farm- 
ing which was carried on, but there 
was no individual ownership of 
property. 

Then came the white man who, by 
war and by promises, gradually drove the 
Indians into small reservations. A 
chronological reading of the various 
treaties with the Indians collected in 
Kappler, Indian Affairs, Laws, and 
Treaties,’ shows the pattern of the 
white man’s inexorable westward push. 

The first treaties draw a line north and 
south through western Pennsylvania. 
All the land east of this is given to the 
white man and all land west of this is 
given to the Indians “forever.” Within 
a few years the line is re-established 
in eastern Ohio at Fort Defiance. 
Then the line is changed to Detroit; 
then to Ft. Wayne; then to Chicago. 
Finally, in 1837, the Indians agree to 
move their homes and relocate west 
of the Mississippi. 

A reading of these treaties will 
demonstrate that an Indian reserva- 
tion is not a gift of land from the 
United States, but land received by 
the Indians in exchange for other lands 
owned by them and for other con- 
sideration passing to the United States. 


At first most of the reservations 
were held by the Indians in a form of 
communal property, but by the time 
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of the Civil War a new approach to 
the “Indian problem” was taking shape. 
Rather than keeping these Indian 
nations intact on reservations, it was 
believed healthier to assimilate them. 
The first step toward this was to teach 
them the white man’s ways—to “civil- 
ize” them. 

A series of treaties were executed 
with various Indian nations. Several 
methods of splitting up the reserva- 
tions were tried, but by far the most 
common form was the allotment 
method. The treaty of November 15, 
1861, with the Potawatomi ‘* is typical 
of this method. Under the terms of 
this treaty individual ownership of 
property was introduced to the Indians. 
Congress offered to any Potawatomi 
Indian who would relinquish his claim 
in other property held by the tribe, 
the exclusive use of a particular 80 
acres and the further promise of a fee 
patent to that particular land, if the 
Indian would adopt the white man’s 
customs, his language, and prove him- 
self “competent.” 

To induce these Indians to give up 
their own tribal form of economy and 
government and to persuade them to 
adopt a way of life which would 
eventually lead to their complete 
assimilation and the complete loss of 
their identity as a nation, the United 
States promised in that treaty: “Un- 
til otherwise provided by law, such 





*United States 
Office (1904). 
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tracts shall be exempt from levy, taxa- 
tion, or sale... .” 


The phrase “until otherwise pro- 
vided by law” means “until the Indian 
becomes competent and receives the 
land.” This is made clear by the next 
paragraph of the treaty, which pro- 
vides that, when an Indian has proved 
his competency, a fee patent shall be 
issued to him, “and thereafter the 
lands so patented to them shall be 
subject to levy, taxation and sale, in 
like manner with the property of other 
citizens.” 


The General Allotment Act of 1887 
was part of this plan of Congress to 
force all Indians to become assimilated. 
By allotting to each Indian his own 
piece of ground, the communal gov- 
ernment of the tribe was undermined 
and the Indian gradually began to act 
and to think in the white man’s con- 
cepts. The General Allotment Act 
declared that: 


“cc 


the United States does and 
will hold the land thus allotted for 
the period of twenty-five years, in 
trust for the sole use and benefit of 
the Indian to whom such allotment 
shall have been made, or, in the case 
of his decease, of his heirs according 
to the laws of the state or Territory 
where such land is located, and that 
at the expiration of said period the 
United States will convey the same 
by patent to said Indian, or heirs as 
aforesaid, in fee, discharged of this 
trust and free of all charge or incum- 
brance whatsoever: Provided, That 
the President of the United States 
may in any case in his discretion extend 
the period.” 

In no sense were these allotments 
gifts to the Indians by the United 
States. The land was not the United 
States’ to give. It really belonged to 
the tribe. The United States merely 
assumed the obligations of a trustee 


in respect to the land in order to bring 
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about a change in the way the land 
was owned. 


The allotment certificates issued to 
individual Indians pursuant to the 
General Allotment Act and_ these 
treaties contained the same promise: 


“ 


in trust for the sole use and 
benefit of the said Indian. and 
that at the expiration of said period 
the United States will convey the 
same by patent to said Indian, or his 
heirs, as aforesaid, in fee, discharged 
of said trust and free of all charge or 
incumbrance whatsoever: Provided, 
That the President of the United States 
may, in his discretion, extend the said 
period.” 


The 25-year period mentioned in 
the General Allotment Act was extended 
by various Presidents for additional 
periods for various tribes. Some 
reservations are now entirely free of 
trust and owned in fee by the Indians 
or their assignees. Others have been 
only partly distributed, depending on 
the number of competent Indians and 
their desires to receive a fee. 


Such fee patents, when issued, usually 
contain this language : 


“The land covered by this patent is 
not liable for any debt contracted 
prior to this date, as provided by Sec- 
tion 5 of the Act of February 8, 1887 
(24 Stat., 388, 389), and the amenda- 
tory Acts of May 8, 1906 (34 Stat., 
182) and June 21, 1906 (34 Stat., 
325, 327).” 


With this background it can be seen 
that the case for exemption of Indian 
lands from all types of taxation is 
strong. The general rule that tax 
exemptions are matters of legislative 
grace to be strictly construed are not 
applicable to Indian lands because 
that exemption arises by contract. 


In Carpenter v. Shaw® the United 
States Supreme Court said: 
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“While in general tax exemptions 
are not to be presumed and statutes 
conferring them are strictly construed, 
the contrary is the rule to be applied 
to tax exemptions secured by Indians 
by agreement between them and the 
national government. 


“Such provisions are to be liberally 
construed. Doubtful expressions are 
to be resolved in favor of the weak 
and defenseless people who are wards 
of the nation, dependent upon its pro- 
tection and good faith. Hence, in the 
words of Chief Justice Marshall: “The 
language used in treaties with the 
Indians should never be construed to 
their prejudice. If words be made 
use of, which are susceptible of a 
more extended meaning than their 
plan import, as connected with the 
tenor of the treaty, they should be 
considered as used only in the latter 
sense.’ and they must be con- 
strued, not according to their technical 
meaning, but ‘in the sense in which 
they would be naturally understood by 
the Indians’.” Jones v. Meehan, 175 
ewe. Be. 

Such was the tenor of the earlier 
decisions. Generally, allotted land while 
held in trust by the United States for 
the benefit of an Indian has been held 
exempt from all types of taxation. 


Such land is exempt from state prop- 
erty taxes.° Personal property used 
on such land is also not subject to 
state property taxes.’ Such land is 
not subject to state inheritance tax; * 
nor is it subject to federal estate tax.® 





*Creek County v. Seber, 318 U. S. 705; 
Carpenter v. Shaw, cited at footnote 5 (Okla- 
homa tax on oil and gas royalties) ; Choate v. 
Trapp, 224 U. S. 665. 

"U.S. v. Rickert, 188 U. S. 432. 

* Childers v. Beaver, 270 U. S. 555; Okla- 
homa Tax Commission v. U. S., 319 U. S. 
598, 

* Landman v. U. S., 45-1 ustc J 10,174, 58 F. 
Supp. 836 (Ct. Cls.); Landman v. U. S., 47-1 
uste § 10,555, 71 F. Supp. 640 (Ct. Cls.), cert. 
den., 332 U. S. 815; Contra: Landman v. 
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The imposition of the federal in- 
come tax on the income arising from 
Indian lands was not quite so clear, 
however. The granting of citizenship 
to all Indians in 1924, the discovery 
of oil and other very valuable minerals 
on allotted Indian lands, and the 
expanding scope of federal expendi- 
tures prompted the Treasury Depart- 
ment to seek means of tapping this 
revenue source. 


In Choteau v. Commissioner *' a mem- 
ber of the Osage Indian tribe was held 
taxable on the income received by 
him from his share of the tribal in- 
come from oil and gas leases. The 


Supreme Court emphasized that his 
lands (except his homestead) were 
owned by him without restriction: 


“The petitioner, then, was com- 
petent to hold and make any use 
(except to grant mining leases) of 
all his lands. All except his home- 
stead were taxable, and were freely 
alienable without control or supervi- 
sion of the government. His share of 
the royalties from oil and gas leases 
was payable to him, without restric- 
tion upon his use of the funds so paid. 
. The latter was clearly beyond 
the control of the United States. The 
duty to pay it into petitioner’s hands, 
and his power to use it after it was 
so paid, were absolute.” 


In the Tenth Circuit decision in the 
Choteau case, there had been consoli- 
dated with it the case of Mary Black- 
bird v. Commissioner.** Mary Blackbird 
was an incompetent Osage Indian, 


Commissioner, 41-2 ustc § 10,107, 123 F. 2d 
787 (CA-10, 1941), cert. den., 315 U. S. 810. 

* Act of June 2, 1924, Ch. 233, 43 Stat. 
253. 

"2 ustc J 746, 283 U. S. 691 (1931). 

* 1930 CCH J 9138, 38 F. 2d 976 (CA-10). 
Shortly thereafter there was decided U. S. 
v. Homeratha, 1930 CCH § 9224, 40 F. 2d 
305 (DC Okla.), appeal dism’d, 49 F. 2d 
1086 (rents and royalties from land allotted 
under the General Allotment Act of 1887 
were not taxable to a noncompetent Indian). 
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The language used in treaties with 
the Indians should never be 
construed to their prejudice. 
—Chief Justice Marshall, in 

Jones v. Meehan, 175 U. S. 1. 


whose allotted land was inalienable 
and not subject to “taxation” under 
the Osage Allotment Act of June 28, 
1906. The court held that oil and gas 
royalties from such land were not 
subject to United States income tax, 
saying: 


“Her property is under the super- 
vising control of the United States. 
She is its ward, and we cannot agree 
that because the income statute 
subjects ‘the net income of every indi- 
vidual’ to the tax, this is alone suf- 
ficient to make the Acts applicable to 
her. Such holding would be contrary 
to the almost unbroken policy of Con- 
gress in dealing with its Indian wards 
and their affairs. Whenever they and 
their interests have been the subject 
affected by legislation they have been 
named and their interests specifically 
dealt with. Elk v. Wilkins, 112 U. S. 
94, 100, 5 S. Ct. 41, 44, 28 L. Ed. 643: 
‘General acts of Congress did not 
apply to Indians, unless so expressed 
as to clearly manifest an intention to 
include them.’ ” 


This decision in favor of the Indian 
was apparently lost to most researchers 
in the shuffle when the Choteau por- 
tion was appealed to the United States 
Supreme Court and affirmed. 


In Superintendent of Five Civilized 
Tribes v. Commissioner," income from 
land allotted to a noncompetent Creek 
Indian was not distributed to him but 
was invested for him by the United 


States. The Court held that the in- 
terest from this investment was tax- 
able. In other words, income from 
income is taxable. The government 
conceded, in that case, that the in- 
come from the restricted land was 
not taxable. 

In 1951 the Treasury Department 
scored a triumphant victory in Taunah 
v. Jones..* There, oil and gas rental 
and royalties, an oil iease bonus, agri- 
cultural rentals and income from agri- 
cultural activities, all from land allotted 
to a noncompetent Comanche Indian 
were held subject to income tax. 
Although neither Choteau nor Super- 
intendent of Five Civilized Tribes in- 
volved the income of lands held in 
trust, the Tenth Circuit found au- 
thority in these cases for the proposi- 
tion that the General Allotment Act 
of 1887 did not exempt such income. 
The denial of certiorari by the Supreme 
Court seem to close the matter and 
the Treasury Department began to 
tax all this income previously con- 
sidered exempt.”* 


In 1956 the United States Supreme 
Court decided Squire v. Capoeman.*® 
In that case the plaintiff was a noncom- 
petent Quinaielt Indian who, on October 
1, 1907, had been allotted 93 acres of 
land within the reservation. This al- 
lotment was made under the General 
Allotment Act of 1887. The certificate 
of allotment provided: 


“Now know ye, That the United 
States of America, in consideration of 
the premises, has allotted, and by these 
presents does allot, unto the said Horton 
Capoeman, the land above described, 
and hereby declares that it does and 
will hold the land thus allotted (sub- 
ject to all statutory provisions and re- 





* 35-2 ustc § 9389, 295 U. S. 418. Simi- 
larly, R. E. Snell, Jr., CCH Dec. 3627, 10 
BTA 1081; GCM 9621, X-2 CB 111. 

“51-1 ustc J 9121, 186 F. 2d 445 (CA-10), 
cert. den., 341 U. S. 904. 

*In J. R. Garry, CCH Dec. 21,001, 24 TC 
174 (1955), income from the sale of grain 


Indian Lands 





grown on allotted Indian land, which had 
been inherited by taxpayer, a member of 
the Kalispel tribe, was held taxable. 

* Cited at footnote 1. On almost identical 
facts, the Tax Court had held the Indian 
taxable in M. E. M. Scott, CCH Dec. 15,560, 
8 TC 126. 
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strictions) for the period of twenty-five 
years, in trust for the sole use and 
benefit of the said Indian, and that at 
the expiration of said period the United 
States will convey the same by patent 
to said Indian, in fee, discharged of 
said trust and free of all charge or in- 
cumbrance whatsoever . 5 


During the taxable year 1943, pur- 
suant to a contract of sale entered 
into by the Bureau of Indian Affairs, 
timber was cut and sold from 
Capoeman’s land and $8,418.28 was re- 
ceived, of which $1,537.00 was dis- 
tributed to him. 


The Bureau of Internal Revenue 
claimed that the difference between 
the $8,418.28 realized and the March 
1, 1913 value of the timber, $2,026.80, 
less the expenses of sale, $673.46, or 
$5,718.02, was long-term capital gain. 


The United States Supreme Court 
held that no long-term gain had been 
realized by Capoeman, that the March 
1, 1913 value was not his basis, and 
that under the terms of the General 
Allotment Act and the certificate of 
allotment to Capoeman the United 
States had the obligation to turn this 
land over to him “free of all charge or 
incumbrance whatsoever.” The Court 
specifically held that the words “charge 
or incumbrance” include a federal in- 
come tax. 


The rationale of the Capoeman case 
leaves no room for Taunah v. Jones 
and the government has so conceded 
in Rev. Rul. 56-342..7 That ruling 
holds exempt from income tax and 





" 1956-2 CB 20, revised I. R. B. 1957-15, 
6. Also overruled apparently is the deci- 
sion of the Tax Court in J. B. Garry, cited 
at footnote 15, holding that the proceeds 
from the sale of grain grown on allotted 


Indian land are taxable. Rental income 
was held not taxable in J. Nicodemus v. 
U. S., 55-1 uste J 9517, 132 F. Supp. 608, re- 
calling 55-1 ustc J 9126 (DC Ida.). 

Still somewhat in doubt is a situation like 
Strom v. Commissioner, 47-1 ustc § 9126, 158 
F,. 2d 520 (CA-9), where an Indian was 
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Existing United States tax policy with 
respect to income earned abroad is 
based on two partly contradictory 
principles. The first is that all income, 
irrespective of source, shall be taxed 
equally. The other is that each 
country has a primary right to tax 
income originating within its 
boundaries.—Guaranty Survey. 


self-employment tax income arising 
from land allotted under the General 
Allotment Act while such land is held 
in trust, including rentals, including 
crop rentals ; royalties ; proceeds from 
sales of natural resources; income 
from sale of crops; and use of the land 
for grazing. 


Of course, wages earned by an 
Indian are taxable, because these do 
not arise from his land. Income from 
land purchased by an Indian is tax- 
able,'* as is the income of a non-Indian 
lessee of Indian land.'® 


The government has also conceded 
in Rev. Rul. 57-407 that the pro- 
ceeds from the sale of Indian land 
itself while held in trust are exempt 
from income tax. Since this is true, 
it would appear that the cost basis of 
land received in fee by an Indian 
allottee at the termination of the trust 
period is the fair market value on the 
date the trust terminates. 


However, the government has re- 
fused to concede that this point fol- 
lows from the Capoeman case, claiming 
that on the termination of the trust 
the Indian takes as his cost basis the 





held taxable on his income from commer- 
cial fishing on a river on the Quinaielt 
reservation. The government claims that 
income from unallotted tribal land culti- 
vated by an Indian by arrangement with 
the tribe is taxable. (Rev. Rul. 58-320, 
T. R. B. 1958-26, 7.) 

*G. C. M. 6020, VIII-1 CB 63. 

* Heiner v. Colonial Trust Company, 1 ustc 
q 259, 275 U. S. 232. 

* 1957-2 CB 45. 
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fair market value at March 1, 1913, 
under Section 113(b) of the 1939 Code 
(now Section 1053). Thus, if the land 
is sold just before the trust terminates, 
no income tax would be due. But if the 
land is sold after the trust terminates, 
the Indian would be liable for tax on 
the entire appreciation in the property 
since March 1, 1913. In the case of 
land on which oil or other valuable 
minerals have been discovered, the 
difference is very substantial. There 
is also the question of the basis for 
cost depletion after the termination of 
the trust period.”? 


This basis question was recently 
litigated in Shepard v. U. S.* The 
district court held that the rationale 
of Capoeman required a basis equal to 
the fair market value at the termina- 
tion of the trust, saying: 


“It is the opinion of the court that 
to give proper meaning to the provi- 
free of all charge or in- 
cumbrance whatsoever "ee 
necessary that land transferred in fee 
to an Indian allotee under the Gen- 
eral Allotment Act after its period of 
trust carry a basis for tax purposes 
immediately after the transfer no lower 
than the fair market value of the land 
at the time of transfer in fee.” 


sion 


In spite of this decision the govern- 
ment released Rev. Rul. 58-341,” 
which holds just the opposite—that the 
cost basis is the March 1, 1913 value. 
That ruling relies on Dick v. Commis- 
sioner.** In that case, the taxpayer, 
a Quapaw Indian, inherited land in 
1900 from her ancestor who had re- 
ceived it by a patent on September 26, 
1896. The patent had provided: 


“Now, Know Ye, That the United 
States of America in consideration of 
the provisions, and in conformity with 





* The government ruled against the In- 
dians on depletion in G. C. M. 2056, VI-2 
CB 65. 

* Cited at footnote 1. 

* 1. R. B. 1958-28, 20. 


Indian Lands 


Taxes on a single oil product— 
gasoline—last year brought more 
money into state and federal coffers 
than the total revenue collected by 
the federal government from all tax 
sources in the first 88 years 

of this nation's history. 
—Peiroleum Newsnotes. 


the provisions in said Act of Congress 
approved March 2, 1895, the order and 
Schedule of allotments aforesaid, has 
given and granted and by these presents 
does give and grant unto the said 
HULDAH QUAPAW WHITE and 
to her heirs, the said tract above de- 
scribed; but with the stipulation and 
limitation contained in the aforesaid 
Act that the land embraced in this 
patent shall be inalienable for the 
period of Twenty-Five years, from and 
after the date hereof ; 

“To Have and To Hold the same, 
together with all the rights, privileges, 
immunities, and appurtenances of what- 
soever nature thereunto belonging, 
unto the said Huldah Quapaw White 
and to her heirs forever ; 


“Provided, as aforesaid that said 
tract shall be inalienable for the said 
period of Twenty-Five years.” 


Note that this land was not allotted 
under the General Allotment Act of 
1887. In fact it was not allotted at all, 
but given in fee, except for the provi- 
sion that it shall be inalienable for 25 
years. No trust is set up and there is 
no promise by the United States that 
this land will be delivered at the end 
of any period free of all charge or 
incumbrances. 

Nor is there any evidence in the 
board’s decision in the case of any 
treaty or any law which guaranteed 
exemption from levy or taxation, al- 


* 35-1 ustc J 9252, 76 F. 2d 265 (CA-10), 
cert. den., 296 U. S. 588. See, also, Hazel D. 
Woodward, CCH Dec. 8004-G, BTA memo. 
(1933). 
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though the Tenth Circuit opinion refers 
vaguely to the land as “inalienable be- 
cause of restrictions imposed by statute 
and in the patent, and exempt from 
taxation.” 

Under these facts it was held that 
the proper income tax basis for the 
property was its value on March 1, 
1913. 

The district court in the Shepard 
case had no difficulty distinguishing 
Dick: 

“The question here is not whether 
a simple restriction upon alienation 
appended to a fee includes an exemp- 
tion from federal income taxation. From 
1905 until September 23, 1952 Shepard 
did not own the Kansas land in fee, 
but rather his interest was of a far 
more limited type.” 

Dick had full rights in the land, 
except she could not sell it. But she 
could lease it on her own, collect the 
full rents and use them as her own. 
She had such full rights that no.addi- 
tional instrument was necessary to 
convey title to her. At the end of the 
25 years, title automatically vested in 
her. Nor was full title to this land 
reserved until she proved her com- 
petency. Apparently she was already 
a competent Indian. 

In addition to these factual dif- 
ferences, however, the Tenth Cir- 
cuit’s opinion seems based on an 
erroneous statement of law: 

“The question is one of congres- 
sional intent, and not of constitutional 


power. Congress may levy a tax upon 
the income of Indians if it chooses.” 


It can be seen from a reading of 
Squire v. Capoeman, that the above 
statement is far too broad. The in- 
come of Indian lands may not be 
taxed, where Congress is bound by a 
contract not to tax them. Undoubtedly 
this same false promise is the basis of 
this same Tenth Circuit’s opinion in 
Jones v. Tounah, which held that all 
income of restricted lands was tax- 
able, a decision which the government 
concedes has been overruled by Squire 
v. Capoeman. 

Thus, Rev. Rul. 58-341 is contrary 
to existing case law. It is difficult to 
see how the government can prevail 
in this situation, standing as it does 
in a fiduciary relationship to its Indian 
wards. Even if Rev. Rul. 58-341 were 
correct, would it not be the govern- 
ment’s duty then, through its Office 
of Indian Affairs, to sell all lands prior 
to the termination of the trust so that 
the proceeds might be turned over to 
the Indians undiminished by any in- 
come tax? 

The Capoeman and Shepard cases 
offer possibilities for refund claims 
based on the exemption of income 
from Indian lands held in trust and 
higher depletion allowances for Indian 
lands no longer in trust. The cases 
are also welcome authority in future 
tax planning for tribes whose lands 
have not yet been freed of trust. 


[The End] 


COMPARING 56 YEARS OF GOVERNMENTAL FINANCES 


Historical data on the revenue, expenditure and indebted- 
ness of the federal, state and local governments for selected 
years from 1902 to 1957 are available in a Census Bureau 
publication, Governmental Finances in the United States, 1902 


to 1957 (G-CGA-No. 9). 


Illustrating the comparative data 


available is the relationship of total governmental debt to 


total revenue. 


revenue—$3,285 to $1,694 (in millions). 


In 1902 debt was about twice as large as 


In 1957 debt was 


2% times as large—$323,260 to $130,121 (in millions). 
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By CHARLES R. CUTLER 


The right to receive dividend arrearages is akin to security. 

The very ambiguity of their nature influences the 

Commissioner to tax them. This article discusses several types 

of transactions in which the court decisions and 

administrative rulings have made clear pronouncements; but, as you will see, 
there is much more that needs to be done under the 1954 Code. 


HE TAX SIGNIFICANCE of dividend arrearages on preferred 

stock is recognized in the 1954 Code and regulations and has been 
an issue in many court decisions and rulings under the 1939 Code. 
Because accumulated dividends are a familiar occurrence in the life 
of corporations, this article will attempt to set down in some order 
the principles now governing this type of obligation. 


Legal Nature of Arrearages 


Reference herein to dividend arrearages (or “accumulations” or 
“accruals” as they will also be called) means those unpaid and unde- 
clared dividends which have, under cumulative dividend rights granted 
by corporate charter, accumulated against the preferred stock of a 
corporation. 


Because, by definition, these dividends have not been declared, 
the obligation represented by the arrearages has not the status of 
a “debt” of the corporation.' That much is clear. But further inquiry 
into the legal essence of a stockholder’s claim for dividend arrearages 
leads into uncertain territory. 


* South Atlantic Steamship Line, CCH Dec. 11,306, 42 BTA 705, 713 (1940), 
acq., 1941-2 CB 12. See also M. W. Ellis, CCH Dec. 13,699, 3 TC 106 (1944), 
and G. C. M. 5180, VII-2 CB 110 (1928). One consequence of the fact that 
arrearages are not a “debt” of the corporation is that so-called “interest” paid 
thereon is not deductible by the corporation, but itself is a dividend. (I. T. 2442, 
VII-2 CB 109 (1928). Cf. S. M. 4181, IV-2 CB 12 (1925).) 

The rights of stockholders under state law with respect to accumulated 
dividends varies according to the jurisdiction. For a comprehensive annotation 
in this area, see 27 A. L. R. 2d 1073 and following. 
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The author is a member of the Chicago and 
Washington, D. C. law firm of Kirkland, Ellis, 


Hodson, Chaffetz & Masters. 


He is 


located in their offices in the nation's capital. 


a eS 


The significance of arrearages was 
raised in a number of decided cases 
involving corporate reorganizations 
under the 1939 Code. Most of the 
cases dealt with a situation where 
the shareholder had _ surrendered 
his preferred stock on which there 
were dividend arrearages in ex- 
change for new stock and/or secu- 
rities. Sometimes he received specific 
stock or securities expressly in lieu 
of the sometimes not. 
Most of these cases reached the courts 
in one of two postures: Either (1) a 
stockholder that the entire 
transaction was a tax-free reorganiza- 
tion under Section 112(b)(3) of the 
1939 Code, with the Commissioner 


arrearages, 


claimed 


claiming, on the other hand, that part, 
at least, of what the taxpayer received 
in the exchange was taxable as a divi- 
dend because it was “in lieu” of divi- 
dend arrearages? or (2) in a similar 
factual situation, the corporation (as 
distinguished from the shareholder) 
claimed that its distribution in lieu of 
dividend accruals was a taxable divi- 
dend on which the corporation was 
entitled to a dividends-paid credit,’ 
with the Commissioner, of course, 
claiming that a tax-free reorganiza- 
tion had taken place with no divi- 
dends-paid credit allowable.‘ 

In all but one® of the cases cited 
in the two preceding footnotes, the 
courts held that the entire transaction 





Commissioner, 43-1 usTc 
201 (CA-6), rev’g CCH 
Dec. 12,467, 46 BTA 753 (1942); Lois E. 
Scott, CCH Dec. 13,487, 2 TC 726 (1943), 
acq., 1943 CB 20; South Atlantic Steam- 
ship Line, cited at footnote 1; Russell C. 
Gregg et al, CCH Dec. 14,542(M), 4 TCM 
466 (1945); Arthur J. Hooks et al., CCH 
Dec. 14,111(M), 3 TCM 899, 912 (1944). 

*1939 Code Sec. 27(f). 1954 
Code Sec. 562. 

*Thermoid Company v. Commissioner, 46-1 
ustc § 9274, 155 F. 2d 589 (CA-3), aff’g 
CCH Dec. 14,519(M), 4 TCM 412 (1945); 
Okonite Company v. Commissioner, 46-1 UsTC 
49421, 155 F. 2d 248 (CA-3), aff’g CCH 
Dec. 14,344, 4 TC 618, cert. den., 329 U. S. 
764 (1946); Skenandoa Rayon Corporation v. 
Commissioner, 41-2 ustc 9 9631, 122 F. 2d 
268 (CA-2), aff’g CCH Dec. 11,388, 42 
BTA 1287 (1940), cert. den., 314 U. S. 696 
(1941); Knapp-Monarch Company, CCH Dec. 
12,881, 1 TC 59 (1942), aff'd, 44-1 ustce 
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* Morainville v 
{ 9370, 135 F. 2d 
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4 9151, 139 F. 2d 863 (CA-8), acq., 1943 CB 


14: Globe-News Publishing Company, CCH 
Dec. 14,065, 3 TC 1199 (1944); Helms Baker- 
ies et al., CCH Dec. 12,411, 46 BTA 308 
(1942) ; and Humphryes Manufacturing Com- 
pany, CCH Dec. 12,071, 45 BTA 114 (1941). 
See also Union Sugar Company, CCH Dec. 
12,907-D, 1 TCM 159 (1942). 

® Helms Bakeries et al., cited at footnote 4. 
In this case the corporation, by an exchange 
of preferred stock, in effect distributed addi- 
tional preferred stock to its existing pre- 
ferred stockholders in lieu of accumulated 
cash dividends. The court noted that “there 
was no plan of reorganization, but only a 
plan to distribute a dividend nip eee 
court accordingly held that the distribution 
was taxable to the shareholders and the 
corporation entitled to a dividends-paid credit. 

In Union Sugar Company, cited at foot- 
note 4, it was held that cash payments to 
shareholders in redemption of preferred 
stock on which dividends had accrued was 
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was a tax-free reorganization (except 
to the extent that cash may have been 
distributed), and this whether or not 
securities or stock were issued by the 
corporation explicitly in lieu of the 
arrearages on the surrendered pre- 
ferred. In one case the Board of Tax 
Appeals held that the issuance of 
stock in exchange for arrearages was 
a separate, taxable transaction from 
the exchange of the preferred stock 
on which the arrearages were based. 
By the time this decision was reversed 
on appeal,® the Tax Court had ex- 
pressly overruled itself on this point.’ 


Whether that part of a reorganiza- 
tion which relates to the discharge of 
dividend arrearages should be treated 
as a separate, taxable transaction de- 
pends largely on the legal nature of 
a stockholder’s claim for arrearages. 
As to this nature, the Court of Ap- 
peals for the Second Circuit, in Sken- 
andoa Rayon Corporation v. 
sioner,® said in 1941: 


Commis- 


“The stockholders’ rights to divi- 
dend arrears, if treated as separate 
from the stock itself, must certainly 


be considered as ‘securities in a cor- 
poration a party to a reorganization’ 
—a curious ‘security’ to be sure, but 
nevertheless a ‘security’. The rights 
represented by accumulations of pre- 
ferred dividends are rights to share 
in future earnings of the corporation 
in preference to common stock; as 
such they represent such a continuity 
of interest in the affairs of the cor- 
poration as to constitute them ‘secu- 
rities’.” 

The second quoted sentence, read 
alone, seems to say flatly, that rights 
to accumulated dividends are 
rities.” * The first sentence, however, 
which states much the same thing, 
contains this qualification: if treated 
as separate from the stock itself. In 
1940, in the South Atlantic Steamship 
Line case, the Board of Tax Appeals 
had stated that “the right of preferred 


shareholders to receive the dividend 


“secu- 


arrears was not one which could be 
divorced from the shares upon which 
it was based.” ’° One year later—and 
after the Skenandoa case—the Board 
of Tax Appeals accepted “for pur- 


oses of a nt only” the Commis- 
oses of argument only” the Commis 





(Footnote 5 continued) 
chargeable to “earnings and profits” to the 
extent of the arrearages, thus qualifying for 


dividends-paid credit. This case was de- 
cided under Section 27(f) of the Revenue 
Act of 1936 (later, Section 27(g) of the 
1939 Code) and did not involve the question 
of taxability to shareholders as such. 


For other decisions dealing with a reor- 
ganization involving dividend arrearages, 
see Commissioner v. Food Industries, Inc., 
39-1 ustc § 9301, 101 F. 2d 748 (CA-3), 
aff’g CCH Dec. 9951-G, BTA Memo. (1938); 
Commissioner v. Whitaker, 39-1 uste ¥ 9230, 
101 F. 2d 640 (CA-1, 1938), aff’g CCH 
Dec. 9803-A, BTA Memo. (1937); Com- 
missioner v. Kolb, 38-2 ustc § 9616, 100 F. 
2d 920 (CA-9), aff’'g CCH Dec. 9604-G, 
BTA Memo. (1937); Helvering v. Schoelil- 
kopf, 38-2 ustc $9607, 100 F. 2d 415 
(CA-2), aff’g CCH Dec. 9622, 35 BTA 
855 (1937), acq., 1941-1 CB 9; Helvering 
v. Leary, 38-1 ustc $9028, 93 F. 2d 826 
(CA-4), afffg CCH Dec. 9504, 34 BTA 
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1206 (1936), acq., 1941-1 CB 7, nonacq., 
1937-1 CB 41 withdrawn. 

* Morainville v. Commissioner, cited at foot- 
note 2. 

*Knapp-Monarch Company, cited at foot- 
note 4, at p. 69. 

* 122 F. 2d at p. 270. 


* Four years later the same court quoted 
this sentence without qualification. How- 
ever, under the facts of the later case, dis- 
tinguishable from those in Skenandoa, a 
“ouaranty” by one company of payment of 
arrearages of another company, was held 
not to be a “security.” (Bedford v. Com- 
missioner, 45-2 ustc § 9371, 150 F. 2d 341, 
344 (CA-2), aff'g CCH Dec. 13,636, 2 TC 
1189 (1943), and CCH Dec. 13,878(M), 
3 TCM 374.) 

“42 BTA at p. 713. (Stockholders had 
exchanged preferred stock with arrearages 
for new stock, bonds and cash. Held: 
Gain recognized only to the extent of cash 
received. ) 
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sioner’s contention that the right to 
arrearages were “something in addi- 
tion” to the stock, but held that even 
so, it would have no effect on the tax- 
free nature of the reorganization there 
involved." In 1943 the Sixth Circuit, 
in reversing the Board of Tax Ap- 
peals, accepted the Skenandoa view 
that “if” the right to arrearages can 
be treated separately it is a “secu- 
rity.” ™ 

The 
there in cases directly involving divi- 


matter seems to have rested 


dend arrearages; that is, if the right 
to arrearages could be treated sepa- 
rately, such a right was a security. 
No one, however, said authoritatively 
whether that right could or should be 
treated separately. 

Action on another front was to have 
some bearing on this problem. In Com- 
Carman the Court of 
Appeals for the Second Circuit, in 
affirming the Tax Court in 1951, held 
flatly that a corporate bondholder’s 
right to (1) bond principal and (2) 
accrued interest represented by cou- 
“single claim” and that 
the Commissioner’s argument that the 
claims for principal and back interest 
are must fail..* In that 
case, preferred stock had been issued 


missioner Vv 


pons was a 


“severable” 


in exchange for surrendered bonds 
and common stock issued in lieu of 
back interest on the bonds. Although 
conceding that a Section 112(b)(3) 
reorganization had taken place as to 
the exchange of bonds and preferred 
stock, the Commissioner sought, un- 
successfully, to have the issuance of 
the common stock in satisfaction of 
back interest treated as a separate, 
taxable transaction. The Commissioner 
finally acquiesced in the decision in 
1954." Although the court of appeals 
referred by way of footnote, on a “see 
also” basis, to two cases involving 
dividend arrearages,”* it ignored its 
own prior decision in the Skenandva 
case." The Tax Court’s opinion in 
this same case was more explicit. The 
Tax Court judges quoted their lan- 
guage from the South Atlantic Steam- 
ship case ** to the effect that a stock- 
holder’s right to dividend arrearages 
cannot be divorced from the shares on 
which it is based, and added: “AlI- 
though this {South Atlantic 
Steamship] not 
interest, in arrears, we nevertheless 
believe the rationale controls here.” *° 


case 


involved dividends, 


Thus, the language by which the 
Tax Court and the appellate court, 
especially the former, decided the 








™ Humphryes Manufacturing Company, cited 
at footnote 4, at p. 117. 


™ Morainville v 
footnote 2, at p. 203. 

* 51-1 ustc § 9312, 189 F. 2d 363 (CA-2), 
aff’'g and rev’g in part CCH Dec. 17,323, 
13 TC 1029 (1949), acq., 1954-2 CB 3, 
nonacq., 1950-1 CB 7 withdrawn. 


Commissioner, cited at 


* Compare this holding with the language 
of the Supreme Court in Helvering v. Horst, 
40-2 ustc J 9787, 311 U. S. 112, 115: “The 
holder of a coupon bond is the owner of 
two independent and separable kinds of 
right. One is the right to demand and 
receive at maturity the principal amount of 
the bond representing capital investment. 
The other is the right to demand and re- 
ceive interim payments of interest on the 
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investment in the amounts and on the dates 
specified by the coupons.” This case in- 
volved the income tax consequences of a 
gift of coupons, concerning which see foot- 
note 50, and text there cited. 


*See footnote 13. Despite this acqui- 
escence the Commissioner seemed to be 
fighting the same battle in 1955. (See 
United Gas Improvement Company, CCH 
Dec. 21,319, 25 TC 229 (1955); also, Estate 
of William Bernstein, CCH Dec. 20,586, 22 
TC 1364 (1954).) 

* The cases were Morainville v. Commis- 
sioner, cited at footnote 2, and South Atlantic 
Steamship Line, cited at footnote 1. 

™ See text at footnote 8. 

* See text at footnote 10. 


* 13 TC, at p. 1038. 
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Carman case involving back interest 
suggests that perhaps dividend arrear- 
ages likewise are not to be treated as 
a claim “severable” from their stock. 
Nevertheless, the relationship of bond 
interest to bond principal is different 
from that of dividend arrearages to 
stock,” and the writer has yet to find 
a court decision or ruling involving 
dividend arrearages in subsequent con- 
flict with the Skenandoa (1941) or 
Morainville (1943) cases, which sug- 
gested that the claim for arrearages 
could be treated as a “security.” ™ 


Under the 1939 Code, it made little 
difference in corporate reorganizations 
whether the right to dividend accumu- 
lations was actually a “separable” 
right because Section 112(b)(3), un- 
der which most reorganization cases 
involving dividend arrearages fell, made 
no distinction between “stock” 
“securities.” The courts could say 
that the claim arrearages 
either part of the stock rights or a 


and 


for was 


security without any necessity for de- 
ciding between the two. 


Under the 1954 Code, however, as 
will be seen below, it is important to 
know whether or not arrearages are 
an integral or separable part of the 
stock. 


Corporate Reorganizations 
and Distributions 


Section 354 


Section 354 of the 1954 Code, like 
Section 112(b)(3) of the 1939 Code, 
provides that “No gain or loss shall 
be recognized if stock or securities in 
a corporation a party to a reorganiza- 
tion are exchanged solely for 
stock or securities in such corpora- 
tion or in another corporation a party 
to the reorganization.” (Section 354 


(a)(1).) 


A new subsection, (a)(2), was in- 
cluded in Section 354, however, which 
provided an exception to the above 
rule where “the principal amount of 
any such securities received [by the 
stockholder ] the principal 
amount of any such securities sur- 
rendered .... ™ 


exceeds 


Thus, under the 1939 Code, if a 
stockholder in a reorganization sur- 
rendered preferred stock and received 
debentures in exchange, the exchange 
would not result in a recognition of 
gain or loss, but now, with the above 
quoted limitation in Section 354(a) (2) 
of the 1954 Code, the debentures 
would be treated as “other property,” 
with consequent recognition of gain 
or loss.** 





”For example, compare the contrasting 
manner in which accrued interest and ac- 
crued dividends are taxed when received 
by one who had purchased the obligation 
with arrearages. See footnote 48 and text 
there cited. 

™ See text at footnote 12. 

"The entire Sec. 354(a) of the 1954 Code 
reads as follows: 

“Sec. 354. Exchanges of Stock and Secu- 
rities in Certain Reorganizations 

“(a) General Rule.— 

“(1) In General—No gain or loss shall 
be recognized if stock or securities in a 
corporation a party to a reorganization are, 
in pursuance of the plan of reorganization, 
exchanged solely for stock or securities in 
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such corporation or in another corporation 
a party to the reorganization. 

“(2) Limitation —Paragraph (1) shall not 
apply if— 

“(A) the principal amount of any such 
securities received exceeds the principal 
amount of any such securities surrendered, or 

“(B) any such securities are received and 
no such securities are surrendered. 

“(3) Cross Reference. 

“For treatment of the exchange if any 
property is received which is not permitted 
to be received under this subsection (in- 
cluding an excess principal amount of secu- 
rities received over securities surrendered), 
see section 356.” 

* See Secs. 354(a)(3) and 356(d). 
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Suppose the preferred stock sur- 
rendered in the above example had 
a par value of $100 and also had $50 
of dividend arrearages against it and, 
further, that one $150 debenture was 
issued in exchange for each share of 
the preferred stock surrendered. What 
would be the “excess” of the principal 
amount of securities received over the 
principal amount of securities sur- 
rendered? 

If the dividend arrearages are “‘securi- 
ties,” should not only the excess of 
the principal amount of the debenture 
($150) over the arrearages ($50) be 
recognized—that is, $100? 

As mentioned earlier, it has been 
held that if you treat the arrearages 
separate from the stock on which they 
have accrued, the right to those ar- 
rearages is clearly a “security.” The 
1954 Code and the regulations do on 
occasion recognize arrearages as a 
specific entity. As explained later 
herein, Section 305(b)(1) provides a 
special rule for stock dividends issued 
in discharge of arrearages. Regula- 
tions Section 1.368-2(e), also discussed 
below, takes special cognizance of the 
treatment of dividend accumulations 
in recapitalizations. In rulings, too, 
it will be found that the Commissioner 
sometimes views arrearages as if they 
were a separate right. 


‘ 


It might seem consistent then for 
the Commissioner to treat the arrear- 
ages as “securities” for the purposes 
of Section 554(a)(2). Recent rulings, 
however, indicate that this is not the 
present inclination of the Service. In 
one such instance,”* a corporation pro- 
posed, inter alia, that the holders of 
its preferred stock surrender their pre- 
ferred stock (redemption value of $50 
plus $3.75 in accrued dividends), each 


. . higher taxes are the only 
honest answer to the fiscal 
dangers posed by new spending 
programs.—Senator Alexander Wiley. 


share of preferred surrendered to en- 
title the holder to: (1) a $50 deben- 
ture; (2) one share of common stock 
($1.50 par value) ; (3) four stock war- 
rants; and (4) $1 in cash. 


The Rulings Division held that the 
transaction would constitute a recap- 
italization under Section 368(a)(1) 
(E) without any recognition of gain 
or loss to the corporation, but that, 
under Section 354(a)(2)(B), gain to 
the shareholders would be recognized 
to the extent of the cash and the fair 
market value of the debentures and 
warrants received. By citing this Code 
provision, the Rulings Division showed 
that it felt that mo securities had been 
surrendered by the shareholder. 


The ruling then went on to say: 
“Since there are accrued and unpaid 
dividends of $3.75 per share (or for 
six quarters) on the preferred stock, 
the recognized gain to the extent of 
such arrearages will have the effect 
of a taxable dividend as defined in 
Section 316(a) (Section 356(a)(2)).” 

The Service in the course of this 
ruling treats the arrearages as part 
of the stock for the purpose of ascer- 
taining whether securities were sur- 
rendered under Sections 354(a)(2) 
and 356(d), but, then, in the succeed- 
ing sentence, views the arrearages as 
a Separate right compelling a holding 
that a dividend has been paid to the 
extent of the arrearages. Either the 
arrearages should be treated separately 
—or not. The 1954 Code providing 
no new definition of “securities,” we 
are justified in placing some reliance 








*Special Ruling, September 17, 1957, 
H. T. Swartz, Director, Tax Rulings Divi- 
sion, Internal Revenue Service, CCH Stand- 
ard Federal Tax Reports (1958 Ed.), Vol. 6, 
7 6558. The above special ruling is dis- 
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cussed in the text of this article because of 


the simplicity of the factual situation. The 
same conclusion was established, however, 
by the Commissioner in a previous published 
ruling, Rev. Rul. 56-179, 1956-1 CB 187. 
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on the court decisions under the 1939 
Code which declared, in effect: “If 
arrearages are to be treated separately, 
they are securities.” ** The above rul- 
ing seems to approach arrearages from 
two different premises—both to the 
disadvantage of the taxpayer. 

The arrearages involved covered 
only 1% years, but there is no indica- 
tion in the ruling that the result would 
have been different if the arrearages 
had covered a greater period. 


Basis 


An interesting question exists con- 
cerning the ascertainment of the basis 
of stocks issued in exchange for pre- 
ferred stock having arrearages. A 
simple example will suffice: Pursuant 
to a plan of reorganization a share- 
holder surrenders his preferred stock 
($100 par value) and arrearages thereon 
($50 per share) for new preferred 
($100 par value) and five shares of 
common (total par value, $50). The 
common stock is issued in lieu of the 
unpaid dividends on the old preferred. 
Under Section 358 and its regulations, 
the basis for the new stock will be the 
same as the old, and the basis of the 
two new classes of stock wil! be allo- 
cated according to their fair market 
values.”° But the common stock was 
issued in lieu of the arrearages, which 
arrearages have a zero basis. Could 


it be argued that the common stock 
therefore has a zero basis, and the 
new preferred acquires the entire basis 
of the old preferred ? 


The Commissioner made such an 
argument in the case of Clark v. Com- 
missioner,*” where in the course of a 
Section 112(b)(3) reorganization, de- 
bentures and interest coupons in ar- 
rears were surrendered in exchange 
for preferred stock and stock war- 
rants. The warrants were issued “in 
lieu of” the interest arrearages. The 
Tax Court held that the stock war- 
rants, being issued in exchange for 
the interest arrearages which had no 
cost basis, likewise had a zero basis. 
The Court of Appeals for the Eighth 
Circuit affirmed.** Although in the 
Clark case debentures and interest ar- 
rears were surrendere@ instead of pre- 
ferred stock and dividend arrearages, 
we have already noted that the Tax 
Court considers dividend and interest 
arrearages to be similar in legal effect.° 
The law applicable at the time of the 
Clark case as to allocation of basis 
of stock or securities received in a 
reorganization was essentially the same 
as now.*® Although no case or ruling 
has been found contra to the Clark 
case, the subsequent Carman deci- 
sion, which held that the claim of a 
bondholder for principal and back in- 
terest is a single, nonseverable claim, 





*See discussion cited at footnotes 8-12. 
The initial draft of the 1954 Code as intro- 
duced in the House of Representatives on 
March 9, 1954, contained a stringent defi- 


nition of “securities” which appeared to 
exclude arrearages as well as other types 
of obligations. (Sec. 312(c), H. R. 8300, 
83d Cong., 2d Sess. (1954).) This defini- 
tion was designed primarily to curb “thin 
capitalizations,” but it overshot its mark. 
Numerous protests were made during the 
1954 Senate hearings on the bill, and it was 
dropped in the Senate and final versions. 
(See Hearings Before the Senate Finance 
Committee on H. R. 8300, 83d Cong., 2d 
Sess. (1954), at pp. 32, 373, 513, 1764-65 
and 2081; and S. Rept. 1622, 83d Cong., 
2d Sess. (1954), at p. 252.) There is 


Dividend Arrearages 


nothing disclosed in the legislative history 
of Section 354(a) as to Congressional moti- 
vation contrary to treating arrearages as 
securities under that section. (See S. Rept. 
1622, at pp. 265 and 267.) 

* Regs. Sec. 1.358-2(a). 

* 47-2 ustc § 9314, 162 F. 2d 677 (CA-8), 
aff’'g CCH Dec. 15,230, 7 TC 192 (1946). 

* See footnote 27. 


* See text at footnote 19 concerning the 
views expressed by the Tax Court in the 
Carman case. 

*® Cf. Regs. Sec. 1.358-2(a) (1954 Code); 
I. T. 2335, VI-1 CB 18 (1927); and Regs. 
94, Art. 113(a)(6)-1 (Revenue Act of 1936). 

* Cited at footnote 13. 
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would seem to deprive the Clark deci- 
sion of some of its force in arguing 
that the “basis” of arrearages should 
be considered separately. The conclu- 
sion that the “basis” of arrearages 
should not be considered is strength- 
ened in view of the fact that the 
Commissioner has now apparently 
concluded that dividend arrearages 
are not to be considered as separate 
“securities” for the purposes of Sec- 
tion 354.°* Thus, although the matter 
is not well settled on the record, the 
writer understands that the existence 
of dividend or interest arrearages on 
surrendered stock or securities will 
be disregarded by the Service in as- 
certaining basis of stock and securities 
received in a reorganization. 


Recapitalizations—Regulations 
Section 1 .368-2(e) 

Section 368 of the Code contains 
definitions relating to corporate re- 
organizations. The regulations under 
that section endeavor to shed light on 
what is a “recapitalization” by giving 
examples. Example (5) of Regula- 
tions Section 1.368-2(e) gives an ex- 
ample of a recapitalization pertinent 
to our subject. It is quoted below 
in full: 

“(5) An exchange is made of an 
amount of a corporation’s outstanding 
preferred stock with dividends in ar- 
rears for a similar amount of a cor- 
poration’s preferred stock plus an 
amount of stock (preferred or common) 
with respect to the amount of divi- 
dends in arrears. However, if such 
an exchange is made solely for the 
purpose of effecting the payment of 
dividends for the current and immedi- 
ately preceding taxable years upon 
the preferred stock exchanged, an 
amount equal to the value of the 





* See text at footnote 24. 

*® See footnote 38, and text there cited. 

“Daisy Seide et al., CCH Dec. 19,026, 
18 TC 502 (1952); H. Grady Manning Trust, 
CCH Dec. 18,004, 15 TC 930 (1950), non- 
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stock issued in lieu of such dividends 
shall be treated as a distribution to 
which section 305(b) (1) is applicable.” 


As discussed more fully below, 
Section 305(b)(1) states, in effect, 
that “to the extent” that stock is issued 
in discharge of the current or preced- 
ing year’s arrearages, it may be tax- 
able as a dividend.** But the test 
where a recapitalization is underway, 
according to the above-quoted example 
in the regulations, is whether or not 
a given stock issuance is made “solely” 
for the payment of those two year’s 
dividends. 


Thus, when all arrearages (if there 
are more than the current and pre- 
ceding year’s) are extinguished by a 
recapitalization, it could not be said 
that the exchange was “solely” to 
wipe out the two recent years’ ac- 
cumulations, and, therefore, the entire 
exchange would be free from recog- 
nizable gain. Similarly, for example, 
where money is issued in lieu of the 
two current years’ dividends, and stock 
for all prior years’ dividends, only the 
cash should be taxable. This is con- 
sistent with the view taken by the 
Internal Revenue Service in private 
rulings. 


The regulation example under dis- 
cussion covers only the issuance of 
stock in discharge of arrearages, and 
does not touch upon the problem of 
the issuance of securities for that pur- 
pose, the latter situation being gov- 
erned by Section 354, discussed earlier. 


Business Reason 


One relationship of arrearages to 
reorganizations has been made clear 
by decided cases. The removal of 
dividend arrearages is a valid “busi- 
ness reason” for undertaking a re- 
organization.** Such accumulations 


acq., 1951-2 CB 5; Arthur J. Hooks et al., 
cited at footnote 2, at p. 911; Thermoid 
Company v. Commissioner, cited at footnote 
4, at p. 590. 
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can be prejudicial not only to the 
receipt of dividends by existing com- 
mon stockholders but can also dis- 
courage potential purchasers of the 
ccmpany’s common stock. 


Usually the discharge of dividend 
accruals is one of several reasons for 
a reorganization, but it has been ap- 
proved by the Tax Court as the busi- 
ness reason.*® Even when a corporate 
taxpayer has sought to have an ex- 
change declared taxable to the share- 
holders, the corporation’s desire to 
remove dividend arrearages has been 
seized upon by one court as evidence 
that a recapitalization, with resultant 
nontaxability, occurred.*® In many 
cases, the courts have assumed with- 
out discussion that removal of back 
dividends is a sufficient reason.*’ 


Stock Dividends—Section 305 


Generally speaking, under Section 
305 a distribution by a corporation of 
stock or stock rights with respect to 


its outstanding stock is not includable 
in the gross income of the respective 
shareholders. Section 305(b)(1) makes 
an exception to this rule, however, 
“to the extent that the distribution 
is made in discharge of preference 
dividends for the taxable year of the 


corporation in which distribution is 
made or for the preceding taxable 
year.” ** Such a distribution is made 
subject to Section 301 and, thus, is 
taxable as a dividend if the other 
necessary elements, such as earnings, 
profits, and the like in the corporation, 
are present. 


Therefore, if a corporation with 
surplus earnings distributes stock in 
discharge of four years’ dividend 
arrearages on outstanding preferred 
stock, the shareholder may be taxable 
with respect to the stock issued in 
lieu of the two most recent (that is, 
current and next preceding). years’ 
dividends—but not on more. The 
amount of taxable income to the tax- 
payer from the transaction would be 
measured by the fair market value of 
the stock distributed in lieu of the 
current and preceding years’ arrear- 
ages.*® 


Section 305 and its regulations do 
not restrict a corporation in its choice 
of which years’ back dividends it 
wishes to discharge. A corporation 
with several years’ arrearages in divi- 
dends could, presumably, periodically 
discharge the arrearages without im- 
mediate taxability to the shareholders, 
so long as it always left untouched 





* Daisy Seide et al., cited at footnote 34, 
at p. 511. 

* Okonite Company v. 
at footnote 4. 

* See, for example, Skenandoa Rayon Cor- 
poration v. Commissioner, cited at footnote 4, 
and Morainville v. Commissioner, cited at 
footnote 2. 


Commissioner, cited 


* Section 305(a) and 


follows: 
“Sec. 305. 
Rights. 


“(a) General Rule-—Except as provided 
in subsection (b), gross income does not 
include the amount of any distribution 
made by a corporation to its shareholders, 
with respect to the stock of such corpora- 
tion, in its stock or in rights to acquire 
its stock. 


(b) provides as 


Distribution of Stock and Stock 


Dividend Arrearages 





“(b) Distributions in Lieu of Money.— 
Subsection (a) shall not apply to a distri- 
bution by a corporation of its stock (or 
rights to acquire its stock), and the distri- 
bution shall be treated as a distribution of 
property to which section 301 applies— 

“(1) to the extent that the distribution 
is made in discharge of preference divi- 
dends for the taxable year of the corpo- 
ration in which the distribution is made or 
for the preceding taxable year; or 

“(2) if the distribution is, at the election 
of any of the shareholders (whether exer- 
cised before or after the declaration thereof), 
payable either— 


“(A) in its stock (or in rights to acquire 
its stock), or 

“(B) in property.” 

*Sec. 301(b). See, 
1.368-2(e), Example 5. 


also, Regs. Sec. 
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the accruals resulting from the cur- 
rent and preceding year. 


Stock distributed in discharge of 
dividend accumulations upon which 
no tax is payable may be “Section 306 
stock” if it fits within the provisions 
of Section 306.*° 


Section 306 


This section, designed to prevent 
bail-outs, creates “Section 306 stock,” 
that is, stock issued to a shareholder 
(other than common stock issued with 
respect to common stock) in the form 
of a stock dividend and which, upon 
subsequent sale, may result in gain 
taxable at ordinary income rates.** 


. Example 2 of Regulations Section 
1.306-3(d) poses the following situa- 
tion: 

“Example (2). X and Y each own 
one-half of the 2,000 outstanding 
shares of preferred stock and one-half 
of the 2,000 outstanding shares of 
common stock of Corporation C. Pur- 
suant to a _ reorganization within 


” Regs. Sec. 1.305-1. 

“Section 306(c), defining “Section 306 
stock,” is set forth below in full: 

“(c) Section 306 Stock Defined.— 

“(1) In General—For purposes of this 
subchapter, the term “section 306 stock” 
means stock which meets the requirements 
of subparagraph (A), (B), or (C) of this 
paragraph. 

“(A) Distributed to Seller—Stock (other 
than common stock issued with respect to 
common stock) which was distributed to 
the shareholder selling or otherwise dispos- 
ing of such stock if, by reason of section 
305(a), any part of such distribution was 
not includible in the gross income of the 
shareholder. 

“(B) Received in a Corporate Reorganiza 
tion or Separation.—Stock which is not com- 
mon stock and— 

“(i) which was received, by the share- 
holder selling or otherwise disposing of 
such stock, in pursuance of a plan of re- 
organization (within the meaning of section 
368(a)), or in a distribution or exchange 
to which section 355 (or so much of section 
356 as relates to section 355) applied, and 
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the meaning of section 368(a)(1)(E) 
(recapitalization) each shareholder 
exchanges his preferred stock for pre- 
ferred stock of a new issue which is 
not substantially different from the 
preferred stock previously held. Un- 
less the preferred stock exchanged 
was itself section 306 stock the pre- 
ferred stock received is not section 
306 stock.” (Italics supplied.) 


Suppose the preferred stock sur- 
rendered ($25 par value) has cumula- 
tive dividend privileges with actual 
arrearages (for example, $5 per share), 
whereas the new preferred (same par 
value) has no cumulative dividend 
rights and the old arrearages have 
been erased. Otherwise, the stocks 
are the same. Is the new stock “sub- 
stantially different” from the old? 
The new stock is certainly less market- 
able, having no arrearages and no 
cumulative dividend privileges. It is 
“different.” But in view of the basic 
philosophy behind Section 306, to 
prevent bail-outs, it seems inconceiv- 
able that the mere downgrading of 
preferred stock—by whatever means 


“(ii) with respect to the receipt of stock 
of which gain or loss to the shareholder 
was to any extent not recognized by reason 
of part III, but only to the extent that 
either the effect of the transaction was sub- 
stantially the same as the receipt of a 
stock dividend, or the stock was received 
in exchange for section 306 stock. 

“For purposes of this section, a receipt 
of stock to which the foregoing provisions 
of this subparagraph apply shall be treated 
as a distribution of stock. 

“(C) Stock Having Transferred or Substi- 
tuted Basis —Except as otherwise provided 
in subparagraph (B), stock the basis of 
which (in the hands of the shareholder 
selling or otherwise disposing of such stock) 
is determined by reference to the basis (in 
the hands of such shareholder or any other 
person) of section 306 stock. 

“(2) Exception Where No Earnings and 
Profits—For purposes of this section, the 
term “section 306 stock” does not include 
any stock no part of the distribution of 
which would have been a dividend at the 
time of the distribution if money had been 
distributed in lieu of the stock.” 
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—should result in the new, down- 
graded, less-marketable stock being 
considered as Section 306 stock solely 
because it is “different” from the old 
preferred. That such stock is not 
Section 306 stock is understood to be 
the prevailing, though not always 
unanimous, view in the Service. 


But if the new stock received had a 
par value of $30 (the old par value 
plus the amount of arrearages), and 
continued to have prospective cumu- 
lative dividend rights, then, a pub- 
lished ruling states, the new stock 
will be Section 306 stock to the extent 
that cash received for the old preferred 
would have been treated as a dividend.** 
This would apply in many cases where 
the preferred shareholder also owned 
common stock, and especially in closely 
held corporations. Thus, the ruling 
says, the mere incorporation of the 
amount of arrearages into the par 
value of preferred stock is enough to 
have the new preferred stock treated 
as Section 306 stock. But if the right 
to arrearages was already an integral 
part of the stock rights, why should 
the transformation of the amount of 
arrearages into par value constitute 
so significant a change in the nature 
of the stock as to put it into the 
Section 306 category? The change is 
to the detriment, if anything, of the 
holders of the preferred. There is no 
conversion of ordinary income into 
capital gain implied by the change 
since in the sale or redemption of 
preferred stock arrearages are treated 
as part of the stock.** Here the Com- 
missioner seems to use dividend ar- 


rearages as a device to attach tax 


“ Rev. Rul. 56-586, 1956-2 CB 214. 

See text at footnotes 44, 45 and 49. It 
is just such transformation of ordinary income 
into capital gain that Sec. 306 was designed 
to prevent—no more. (See, Sec. 306(b)(4) 
and S. Rept. 1622, 83rd Cong., 2d 
(1954), at pp. 243-244.) 

“See, for example, E. H. and Zoe Stolz, 
CCH Dec. 23,020, 30 TC —, No. 49 (June 
6, 1958). 





Sess. 
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consequences to a transaction which 
ought not to be attached. 


Redemptions 


The existence of accrued dividends 
has little effect on the manner in 
which a preferred stock redemption 
is treated for tax purposes. 


The “redemption price” for pre- 
ferred stock is usually specified in a 
corporate charter as the par value, 
plus a small premium, plus the amount 
of any dividend accumulations. This 
single, total price is recognized as 
such by the Service and no attempt 
has been made to treat the elements 
of the redemption price separately. 
If the circumstances of the redemption 
of the stock are such that it is to be 
treated as a dividend, the entire re- 
demption price is so treated.** If the 
redemption is held not to be equivalent 
to a dividend, the redemption price 
is treated as payment in exchange for 
the stock.*® However, if the dividends 
have been actually declared prior to 
any corporate action toward liquida- 
tion, they will be taxed as dividends, 
even though paid in the course of 
a subsequent liquidation.” 


Purchase and Sale of Stock 
with Arrearages 


The purchase or sale of preferred 
stock cum arrearages will be treated 
nc differently by the Commissioner 


than common stock on which divi- 
dends are anticipated.*’ Thus, even 
though a stock purchaser may have 
upped the purchase price he was 
willing to pay by a definite amount 





“Rev. Rul. 56-179, 1956-1 CB 187, 189; 
S. M. 4181, IV-2 CB 12 (1925); and G. C. M. 
5180, VII-2 CB 110 (1928), reconciling 
I. T. 2388, VI-2 CB 14 (1927) and S. M. 
4181. But cf. Mary Duerr, CCH Dec. 23,113, 
30 TC —, No. 99 (July 30, 1958). 

“G. C. M. 5180, cited at footnote 45. 

“TT. 2569, X-1 CB 101 (1931). 





because of the presence of accrued 
dividends, those dividends when paid 
tc him are ordinary income, not return 
of capital.** 

The seller, on the other hand, need 
not allocate the price received be- 
tween the stock value and arrearage 
value. His gain will be measured 
against his basis for the stock irre- 
spective of the existence of arrearages 
on: it at the time of sale.*® 


Sale of Arrearages Separately 


No cases have been found involving 
the sale of the right to arrearages 
separate from the stock on which they 
were based. Sales of interest coupons 
in arrears, however, do occur. Such 
interest, being evidenced by coupons, 
permits a simpler transaction mechani- 
cally than would be the case of selling 
the intangible right to dividend ar- 
rearages. Indeed dividend arrearages 
in almost all cases under the corpora- 
tion’s charter would be payable by the 
corporation only to the “holder” of 
the stock, so an effective sale for tax 


purposes under those conditions would 


be difficult. But even when a sever- 
ance is accomplished (see next para- 
graph) the initial sale, or gift, of the 
rights would undoubtedly be held to 
be an attempted assignment of income,*° 
although a subsequent sale of the right 
by the original transferee might qualify 
as a capital transaction.” 

In one instance a corporation, in 
the course of a recapitalization, issued 

“Regs. Sec. 1.61-9(c) and Rev. Rul. 
56-211, 1956-1 CB 155. See also, Marcus 
Frieder et al., CCH Dec. 8020, 27 BTA 1239 
(1933).. This is contrary to the rule ap- 
plicable to back interest received on bonds 
which were purchased “flat.” See Estate of 
Rickaby, CCH Dec. 22,272, 27 TC 886 
(1957). Cf. Rev. Rul. 55-433, 1955-2 CB 515. 

“See Regs. Sec. 1.61-9(c) as to dividends 
declared after sale. 


"See, as to gift of interest coupons, 
Helvering v. Horst, cited at footnote 14, and 
Rev. Rul. 58-275, I. R. B. 1958-23, 7. As to 
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“conditional rights certificates” to 
holders of the old preferred stock on 
which dividends had accumulated. 
These certificates entitled the holder 
thereof to a certain sum (representing 
the arrearages on the old preferred 
stock) whenever a dividend on the 
new common stock was declared. Each 
certificate expressly declared that it 
“does not represent a debt of or claim 
against the corporation” until a “divi- 
dend is declared on the common stock.” 
The Tax Court held that these certifi- 
cates were not “certificates or other 
evidences of indebtedness” under Sec- 
tion 117(f) of the 1939 Code and that 
the eventual payment by the corpora- 
tion of the full amount of the certifi- 
cates to the holders was taxable as 
a dividend, not as capital gain."? A 
sale of the certificates was not involved. 


Conclusion 

The right to receive dividend ar- 
rearages is akin to a security; it is 
also a stock right. The status of such 
accumulations in several types of trans- 
actions has been made clear by court 
decisions and administrative rulings. 
There remains much for the courts to 
do under the 1954 Code, however, in 
determining the role of arrearages in 
reorganizations and in distributions 
affected by Section 306. The very am- 
biguity of their nature permits the 
Commissioner to utilize arrearages 
as an excuse for taxability when the 
substance of the transaction does not 
justify it. [The End] 
sale of right to defaulted interest on notes, 
see Fisher v. Commissioner, 54-1 ustc § 9212, 


209 F. 2d 513 (CA-6), cert. den., 347 U. S. 
1014. 


™Sec Rev. Rul. 54-251, 1954-2 CB 172 
and Rev. Rul. 58-536, I. R. B. 1958-44, 9. 
The distinction between a third-party pur- 
chaser for value and the original holder of 
an interest claim is made in Rev. Rul. 
58-275, cited at footnote 50, at p. 8, and in 
Fisher v. Commissioner, cited at footnote 
50, at p. 514. 

"MM. W. Ellis, cited at footnote 1. 
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The Self-Employed Individuals’ 
Retirement Bill of 1959 


By CHARLES K. POLISHER 


This article discusses legislation which encourages the establishment 
of voluntary pension plans for the self-employed. The author 
is a member of the law firm of Edward N. Polisher, Philadelphia. 


NCE AGAIN, a proposed “self-pension” bill has been submitted 

to the Congress for its consideration, thus opening another chap- 
ter in an extended effort which began more than 20 years ago. Since 
the introduction of the qualified deferred compensation plan, there 
has existed a gross inequity in the tax treatment under federal law 
afforded wage earners or salaried employees eligible to participate in 
qualified deferred compensation plans and self-employed persons. The 
first important step taken to ameliorate this condition occurred in 1939, 
when a group of doctors formed an association which, because of its 
characteristics, was treated as a corporation for federal income tax 
purposes, rendering the doctors employees of the corporation and 
qualifying them for benefits under the employee pension plan which 
they had set up. Although this association has been recognized by 
virtue of a judicial decision in U. S. v. Kintner,’ its application has been 
limited, because the Commissioner refused to follow the decision.? 
The Treasury Department has since indicated that it will publish 
favorable regulations on this subject. 


Subsequently, private individuals, sometimes as spokesmen for 
organized groups, proposed various solutions to the problem. First 
was the Nicholson Plan, in 1947, which would have enlarged Section 
165 of the 1939 Code to include self-employed persons, then the Silver- 
son * and Rudick * Plans, both in 1947, suggesting alternate approaches 
to the subject. 

Finally, in 1951, identical bills were introduced in the House of 
Representatives of the Congress and referred to the Ways and Means 
Committee by Representatives Reed *® and Keogh.’ From 1951 until 
the present time, modified versions of the Keogh bill, under varying 
sponsorships, have been considered by the House of Representatives 


*54-2 ustc ff 9626, 216 F. 2d 418 (CA-9). 

? Rev. Rul. 56-23, 1956-1 CB 598. 

*33 American Bar Association Journal 302 (1947). 
*44 American Mercury 345 (March, 1947). 

° 33 American Bar Association Journal 1001 (1947). 
*H. R. 47373, 82d Cong. 

"H. R. 4371, 82d Cong. 
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Ways and Means Committee—in 
1952, 1953, 1955, 1956 and 1957. None 
of these was ever reported out of 
committee. 


Pressure from various groups with 
diverse motivations during those years 
had the effect of modifying the plan in 
a number of directions. The Treasury 
Department was consistently opposed 
to the passage of such a bill, fearing 
substantial loss of revenue which, in 
1958, was estimated to be as high as 
$3 billion, if self-employed and pen- 
sionless employed were covered. The 
insurance industry exerted its influ- 
ence to extend the scope of the in- 
vestments which could be made with 
the funds in order to include life- 
insurance contracts. The banking in- 
dustry was interested in enlarging the 
scope of investments. Other organ- 
ized societies were working behind 
the scenes to broaden the eligibility 
for participation. The National As- 
sociation of Manufacturers always 
took a position against the self-pen- 
sion concept because the association 
felt that the concept merely acted to 
postpone the more important and un- 
derlying issue of the excessive rates 
of surtax in the upper and middle 
brackets.® 

From 1947 on, the various features 
of the proposed solutions changed 
radically as a result of pressure from 
these sources. For example, the pro- 
posed annual deductions were gradu- 
ally reduced from the lesser of 25 per 
cent of earned net income, or $10,000,° 
to the lesser of 10 per cent of net 
income from self-employment, or 
$5,000." The proposed amounts which 
could be accumulated during a life- 


time were not originally limited, but 
were whittled down—first to $150,000," 
then to $100,000.17 At first, the in- 
vestment proposals were limited to 
nonassignable government bonds paying 
interest at 1 per cent,’* expanded to 
include the same investment programs 
as under a qualified plan,” later quali- 
fied to include any fund trusteed by 
a bank, provided the money was in- 
vested in anything legal for a bank,’® 
enlarged to include retirement insur- 
ance contracts and anything per- 
mitted by the trust instrument and 
local law,'* expanded to include life 
insurance, giving no deduction for 
the payment of premiums attributable 
to life insurance *’ and, finally, en- 
larged to grant permission for a trus- 
tee or custodian to invest in public 
securities and United States bonds. 
Other factors, such as eligibility for 
participation and the earliest date 
upon which the funds could be drawn 
vacillated during those years. 


Finally, in 1958, a modified form of 
the Keogh bill passed the House of 
Representatives, but was never re- 
ported out of the Senate Finance 
Committee, due to the pressures of 
adjournment and a technical point of 
procedure. 


Analysis of Proposed Legislation 
General 


The present bill sponsored by Rep- 
resentative Keogh would add para- 
graph 7 to Section 62 of the Internal 
Revenue Code of 1954. It would 
thereby include amounts paid as re- 
tirement deposits to the list of deduc- 
tions from gross income contained in 
that section. 





* Hearings Before the Committee on Ways 
and Means on H. R. 10 (84th Cong., Ist 
Sess., 1955), p. 1. 

* See footnote 4. 

“H. R. 9 and H. R. 10, 85th Cong., Ist 
Sess. (1957). 

"H. R. 4371 and H. R. 4373, 82d Cong., 
2d Sess. (1952). 


322 


*"H. R. 9 and H. R. 10, 85th Cong., Ist 
Sess. (1957). 

*® See footnote 4. 

* See footnote 5. 

“H. R. 4371 and H. R. 4373, 82d Cong., 
Ist Sess. (1951). 

“ Bills cited at footnote 11. 

"H. R. 10, 84th Cong., Ist Sess, (1955). 
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It would also create a new Section 
217 of the Internal Revenue Code of 
1954, providing for the details of 
amounts paid as retirement deposits. 


Amount of deduction.—It is pro- 
posed that the self-employed individ- 
ual should be allowed, as an annual 
deduction from gross income, an 
amount equal to the lesser of “$2,500 
or... 10 per cent of his net earnings 
from self-employment.” ** 


If he has attained the age of 50 
prior to January 1, 1959, this limita- 
tion would not be applicable. In its 
stead, the self-employed person could 
increase the limitation by one tenth 
for every full year which he has at- 
tained over the age of 50, determined 
as of January 1, 1959. 


Maximum lifetime contributions.— 
The lifetime limitation for aggregate 
deductible contributions to a retire- 
ment fund would be 20 times the 
maximum annual deduction of $2,500, 
or $50,000. In the case of one who 
has participated in a qualified em- 
ployee plan, however, the figure “20” 
—for purposes of determining the life- 
time limitation—would have to be re- 
duced by the number of years of 
service of the individual which were 
necessary to obtain money or non- 
torfeitable rights under the qualified 
deferred compensation plan. In ad- 
dition, there is a proposed maximum 
age limitation, which would prohibit 
a deduction for any taxable year be- 
ginning after the taxpayer has at- 
tained the age of 70. 


In order to obtain the deduction, 
payment would have to be made by 
April 15 following the close of the 
year in question, as in a qualified plan. 


Eligibility—A ‘self-employed per- 
son” is defined as anyone who is sub- 
ject to the self-employment tax under 
Section 1401. In addition, ministers, 





"H. R. 10, 86th Cong., Ist Sess. (1959), 
proposed Code Sec. 217. 
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members of religious orders, and 
physicians are included. 


One who was currently receiving 
money or rights under a qualified de- 
ferred compensation plan would not 
be qualified to receive a deduction for 
self-employment pension purposes. 


Contributions must be made to a 
restricted retirement fund or a re- 
stricted retirement policy. 


Restricted Retirement Fund 


A restricted retirement fund **® com- 
prehends a plan with a bank as trus- 
tee and a trust agreement, under 
whose terms: 


(1) A member could not “assign 
(or agree to assign) any portion of 
his interest in the fund, but he may 

designate one or more bene- 
ficiaries in the event of his death, or 

direct the trustee to transfer 
his entire interest to another restricted 
retirement fund.” 


(2) Before he would become 70 
years of age, his entire interest in the 
trust would be distributed to him or 
applied toward the purchase of an 
annuity, which would not provide life 
insurance protection and which would 
then immediately be distributed to 
him. In the alternative, he might 
elect “to have his entire interest in the 
trust distributed before he attains age 
80.” In the latter case, the value of 
the trust interest would be deter- 
mined at the age of 70, and then not 
less than 10 per cent of that amount 
would have to be distributed to him 
in each taxable year beginning with 
the taxable year in which he attained 
the age of 70. 


(3) If he died before attaining the 
age of 70, his entire interest in the 
trust would, “within five years after 
the date of his death, be distributed, 
or applied to the purchase of an im- 


*® Proposed Code Sec. 405. 
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mediate annuity for his surviving 
spouse, which will be payable for her 
life (or for a term certain not extend- 
ing beyond her life expectancy) and 
which will be immediately distributed 
to such spouse’”—that is, the annuity 
would be given to her immediately 
upon its purchase. 


(4) If more than one person par- 
ticipated, the interest of each member 
should “be proportionate to the money 
he has paid in... and to the income 
and other adjustments properly at- 
tributable thereto.” 


(5) The trustee would be required 
to distribute, promptly, to the mem- 
ber any amount paid in in excess of 
the amount deductible for the year, 
“together with all income attributable 
to such excess.” 


(6) There would be a restriction on 
the investment powers of the trus- 
tees. They could only invest in stock 
or securities listed on a securities ex- 
change “registered with the Securities 
and Exchange Commission as a na- 
tional securities exchange (not in- 
cluding stock and securities in a 
corporation if, immediately after the 
acquisition thereof, the aggregate 
ownership of voting stock in such 
corporation by the trust and by its 
members (including ownership at- 
tributable to such members under sec- 
tion 318) is more than 10 per cent of 
such voting stock)”; in “bonds or 
other evidences of indebtedness is- 
sued by the United States, any State 
or Territory, or the District of Colum- 
bia, or any political subdivision or 
instrumentality of any of the fore- 
going’; or in “stock in a regulated 
investment company meeting the re- 
quirements of section 851.” The in- 
vestment powers of the trustees would 
also permit the purchase for the ac- 
count in the plan of a member of an 
annuity on his life or a face-amount 


certificate which provided only re- 
stricted retirement benefits. 


The provisions of Part 1 of Sub- 
chapter J, Sections 641 and following, 
relating to estates, trusts and bene- 
ficiaries would not be applicable with 
respect to restricted retirement funds, 
so long as they were exempt from tax 
under Section 501 (a). 


Restricted Retirement Policy 


In addition to contributions being 
put in a restricted retirement fund, 
they could be used to purchase a re- 
stricted retirement policy, which is 
an annuity, endowment or a whole- 
life contract, or a combination, so 
long as it was not a term contract.”° 
The contract would have to be with 
a domestic life insurance company, as 
defined in Section 801. The benefits 
from the policy would have to be 
payable one of three ways: (1) not 
later than at 70%, (2) as an annuity 
which began to make payments not 
later than at the age of 70% and 
which could have a minimum term 
certain, if that term was not longer 
than the life expectancy of the an- 
nuitant or (3) as a joint annuity or a 
joint and survivor annuity of the 
member and his spouse, provided 
that, if it had a minimum term certain, 
the term was not longer than his life 
expectancy. 

The annuity would not qualify for 
these purposes if it provided that pay- 
ments made to an annuitant “may 
increase for any reason other than divi- 
dends or increases in investment in- 
come allocable to the policy.” This 
increase refers only to one which 
would take place after the annuity 
payments began. 


The policy would have to be non- 
assignable, with the insured possess- 
ing all the incidents of ownership. 
The latter would not contemplate 





* Proposed Code Sec, 217. 
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the right to determine the mode of 
settlement as described above or the 
right to designate one or more bene- 
ficiaries to receive insurance proceeds 
payable by reason of death before the 
annuitant had reached the age of 70%. 
No life insurance protection would 
be provided for after the age of 70%. 


The taxpayer would not be able to 
take a deduction for premiums on 
such a policy or for a payment made 
to a restricted fund until they were 
properly identified in whatever man- 
ner the regulations would subsequently 
prescribe. 


Tax Consequences 


Restricted retirement fund. — In 
general, the amounts of money or the 
fair market value of property received 
from a restricted retirement fund 
would be includable in the gross in- 
come of the member for the year in 
which it was received.** If, however, 
a portion of the retirement deposit 
deduction were disallowed as exces- 
sive, that excess amount would be 
excluded from the gross income in 
that year, although the income 
attributable to it would not be excluda- 
ble from gross income. This exclu- 
sion would only apply if the excess 
contributions were returned promptly 
by the trustee.*? If he had deliberately 
deposited too much, to create an ex- 
cess, everything on deposit as of the 
year in which the excess contribution 
was made would be includable in his 
gross income for that year.** 


If an annuity contract itself were 
distributed, no part of its value would 
be included as gross income in that 
year if it were a proper annuity as 
described above. 

If the trustee of a fund knowingly 
engaged in a prohibited transaction, 

* Proposed Code Sec. 78. 

* Proposed Code Sec. 405. 

* Proposed Code Sec. 78. 
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everything to the participant’s credit 
in the fund would be taxable in that 
year. Each member of a restricted 
retirement trust is considered, for 
purposes of “prohibited transactions,” 
the grantor of the trust as to that 
portion set aside for his benefit. A 
prohibited transaction is described as 
one in which the trustee (1) “lends 
any part of the corpus or income of 
the fund” to the grantor; ** (2) pays 
to the grantor “any compensation for 
personal services rendered to the 
fund”; (3) “makes any part of its 
services available on a preferential 
basis” to the grantor; or (4) “acquires 
for the fund any stock, securities or 
evidences of indebtedness from, or 
sells any stock, securities or evidences 
of indebtedness” to the grantor. 


The term “prohibited transaction” 
also would encompass anything which 
would cause the fund to cease to meet 
any of the requirements of a proper 
retirement plan (failing to have a 
bank as the trustee or allowing the 
interest to be assignable) or “any 
failure to comply with any provision 
of the trust instrument required” by 
subsection (c). 

As to basis, the bill provides: “The 
adjusted basis of any person in a re- 
stricted retirement fund shall be 
zero,” *5 


Restricted retirement policy.—Ac- 
cording to the bill, any amount re- 
ceived under a restricted retirement 
policy shall be taxed under Section 
72 of the Internal Revenue Code as 
if it were an annuity. 

A new subsection would prevent 
the application of Section 72(e)(3) to 
a lump sum received under a restricted 
retirement policy, since a rule would 
be provided for certain total distribu- 
tions. Another new subsection would 


* Proposed Code Sec. 405. 
* Proposed Code Sec. 78. 
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A current deficit and the 

fear of future deficits can keep 
people from saving because of 
possible loss of these savings to 
inflation. If we ever reach 

the point where people believe that 
to speculate is safe but 

to save is to gamble then we are 
indeed in trouble.—Secretary 

of the Treasury Robert A. Anderson, 
before the Joint Economic Committee. 


provide that any amount received be- 
fore the annuity starting date should, 
notwithstanding Section 72(e)(1)(B), 
be included in the recipient’s gross 
income for the taxable year in which 
received to the extent that such amount, 
plus all amounts theretofore received 
by all persons under such policy and 
includable under that subsection, did 
not exceed the aggregate amount al- 
lowed as a deduction under proposed 
Section 217 with respect to the policy 
for the taxable year and all prior tax- 
able years. When an individual received 
amounts in excess of the deduction 
previously allowed under existing 
Section 217, such amounts would be 
taxable under Section 72. It would 
also be provided that, in computing 
basis under Section 72(c)(1)(A) and 
(e)(1)(B), no amount should be 
taken into account which had been 
allowed as a deduction under pro- 
posed Section 217; neither would there 
be taken into account for such pur- 
pose any portion of the premiums or 
other consideration properly allocable 
to other than the cost of restricted 
retirement benefits, as defined. 


Basis would not be increased, for 
example, by the portion of premiums 
paid which would be attributable to 
the cost of providing life insurance 
protection. Basis would have to be 
properly adjusted, however, for bor- 
rowings which were treated as income 
under the new provisions and which 
were repaid. Thus, if the insured 
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borrowed from the insurer any part 
of the value of the restricted retire- 
ment policy not in excess of the cur- 
rent annual premium but did not 
repay such amount in full within 12 
months after the due date of such pre- 
mium or borrowed an amount in excess 
of the current annual premium or bor- 
rowed an amount which was not applied 
to the purchase of the current annual 
premium, his basis in such restricted 
retirement policy should be increased 
by the amount which was taxed as a 
distribution and subsequently repaid. 
No adjustment to basis would be re- 
quired where the amount of borrow- 
ings would not be in excess of the 
current annual premium, would be 
applied to the payment of the current 
annual premium and would be re- 
paid in full within 12 months after 
the due date of such premium. 

As to life insurance proceeds pay- 
able by reason of the death of the 
insured, to the extent that the cash- 
surrender value of the policy, immedi- 
ately prior te the death of the insured, 
was exceeded by such proceeds, the 
excess would be treated under Section 
101 in the normal manner provided 
for proceeds payable by reason of 
death. If any money was borrowed 
from the insurer during the year, it 
would be taxable in that year unless 
it was borrowed to pay a premium on 
the policy and repaid within 12 months 
after the due date of that premium. 


If any portion of the value of a 
restricted policy was used to purchase 
other than restricted retirement bene- 


fits, then the entire cash-surrender 
value of the policy would be treated 
as an amount received under the 
policy and be taxed as such, except 
to the extent that the value would be 
within 60 days “irrevocably converted 
into a contract which provides only 
. restricted retirement benefits.” 
The references to the taxation of 
money borrowed on policies would 


(Continued on page 355) 
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Economic Aspects 
of Interstate Apportionment 
of Business Income 


By C. LOWELL HARRISS, Professor of Economics, Columbia University 


This article discusses the recent decisions of the United States 

Supreme Court affecting interstate activities. 

The author lays particular stress upon the need for standardization of 
apportionment formulas. This article should be read with 

Mr. Cox's article at page 299 and ‘State Tax News" at page 339. 


+ HE SUPREME COURT brought the problem of taxing income 
from interstate business into the daily press, at least briefly, in Febru- 
ary. What was only fleeting “news” is certain to be a persisting, 
nagging problem for untold numbers of business firms. Perhaps the 
accentuation of what has long been a problem will produce enough 
of a crisis to induce sweeping and constructive reform. Such action 
is certainly to be desired. Economic analysis can help, I believe, in 
guiding the public toward a wise decision. 


Waste in Compliance Cost 


One economic fact is recognized widely, but perhaps not suffi- 
ciently. The present diversity of state allocation formulas creates 
avoidable waste. Businesses are put to compliance costs (and govern- 
ments to administrative expenses) which serve no useful purpose for 
the economy. The varied, tedious, and sometimes skilled man-hours 
needed to comply with different state laws is sheer waste. The public 
as a whole gains nothing for the real costs which diversity of state 
rules forces on business. Moreover, since the costs are expenses 
deducted in computing federal tax, the Treasury bears from 30 to 
52 per cent. The general body of federal taxpayers must shoulder 
about as much of the money cost as the businesses—and for absolutely 
no gain. 

As the Court’s minority recognized, the wastes are now certain 
to increase. Many more businesses must comply with many more 
laws. One can hardly imagine the cases in which minuscule tax 
liabilities will require significant expense—new accounting, record 
keeping and storage, legal counsel, negotiation, and litigation. Much 
will depend, of course, upon what state administrators and legislators 
try to do. Yet there is a strong presumption that things will be bad. 
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Why? Because the new authority 
involves the power to get revenue 
from “foreigners,” from persons with 
no vote in the state. Governments 
hard pressed for revenue can be ex- 
pected to take advantage of the 
opportunity to tax outsiders, In get- 
ting this revenue, they will be multi- 
plying the dead-weight economic costs 
of compliance. State after state will 
burden the public outside its borders 
by imposing wasteful use of produc- 
tive capacity, by reducing federal 
revenues, and by raising business 
expenses and thereby cutting the net 
income taxable in other states. Wise 
public policy, however, will seek to 
forestall the waste involved.’ 


Standardization 


Standardization of an allocation 
formula would eliminate a consider- 
able part of the waste—perhaps most 
of what is avoidable. Thus the Su- 
preme Court has added new reason to 
press for a goal the desirability of which 
has long been recognized. The gen- 
eral public has a greater interest than 
ever before in achieving interstate 
uniformity. The obstacles remain, 
however—inertia and the desire of 
not a few states to employ a formula 
which is relatively favorable. Because 
state economies differ, the choice of 
formula can make a difference in rev- 
enue (especially if the formula can, 
as many do, ignore underlying eco- 
nomic reality). However, there is a 
tendency toward reduction in differ- 
ences in state economies; 
quently, as time passes, the legitimate 
interest of any individual state in one 
formula as against another declines. 
Yet enough variation among state 
economies will remain to make the 
choice of formula of at least some 
revenue significance, certainly so for 
long as states are allowed the 


conse- 


as 


*Note that I am not talking about re- 
ducing state revenue. The principle of the 
Court’s decision 3eems satisfactory if com- 
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traditional range of freedom to ignore 
economic reality about where income 
does come into being. 


How can the people of this country 
serve their own broad interest in 
reducing waste by standardizing on 
a formula? The Supreme Court can- 
not and will not do the job. Volun- 
tary state action is possible. Our 
history is not without examples of 
reciprocity among states on revenue 
matters. Voluntary action is inher- 
ently better than compulsion, at least 
in a society which seeks to be free. 
I speak of action, though, not the mere 
possibility of action; and unfortu- 
nately enough action seems impos- 
sible. The public, however, is not 
dependent entirely upon the willing- 
ness of state legislatures to cooperate 
on a subject over which they have so 
far differed widely, decade after dec- 
ade. Since Congress has the constitu- 
tional power to regulate interstate 
commerce, it could prescribe the basis 
of apportionment to be used by the 
states. It is the only agency in a posi- 
tion to act effectively to serve the 
country as a whole. The interest of 
the general public in this connection 
differs from, or at least is greater 
than, the interests which people act- 
ing through individual state legisla- 
tures will serve. To require uniformity 
in this connection, it seems to me, is 
consistent with the principle.of fed- 
eralism. The commerce clause exists 
to restrict state sovereignty. We now 
have an appropriate way to use it in 
the public interest. 


Economic Principles 
for Apportionment 


Standardization in itself would be 
advantageous. Some bases of stand- 


would be better than 
(Continued on page 361) 


ardization 


pliance costs are not excessive and if ap- 
portionment is fair. 
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Paid Taxes 


By PETER JAMES WIKEL 


If, after reading this article, you're filled with nostalgia 

and sigh for those low-tax Civil War days, 

just remember that in those days they didn't have social security, 
unemployment insurance, four-lane highways and 

other blessings of modern government. 


HE CIVIL WAR was financed by the imposition of several taxes, 

one of which was the first income tax, included in the Act of August 
5, 1861. The Internal Revenue Bureau was established by the Act 
of July 1, 1862, to collect these taxes and others. Regulations were 
issued by the Commissioner of Internal Revenue on May 1, 1863, 
covering collection of the income tax for the calendar year 1862, the 
first year of subjection to income tax. 

The taxes provided a personal exemption of $600 per family, and 
placed a premium on divorce. A married couple could have only one 
$600 deduction, while divorced or separated people were allowed to list 
their income separately and each claim a $600 deduction. 


Income taxes were imposed at the rate of 3 per cent on the first 
$10,000 of taxable income, and 5 per cent on all in excess of that. A 
wealthy taxpayer and his wife, with income of $20,000, could save $242 
per year by being divorced. 

This tax was assessed upon two classes of people: (1) Every 
person residing in the United States and every citizen residing abroad 
who was in the employ of the United States was subject to a tax of 
3 per cent on the first $10,000 of taxable income, and 5 per cent on all 
taxable income in excess of $10,000. (2) Every citizen of the United 
States residing abroad and not in the employ of the Government of 
the United States was taxed at the rate of 5 per cent on all income 
subject to tax. 


In other words, an additional 2 per cent on the first $10,000 of tax- 
able income was collected for the privilege of living outside of the 
United States during the Civil War years. 

Income derived from interest on notes, bonds, or other securities 
of the United States was taxed at 1% per cent, and not at 3 per cent 
or 5 per cent. Presumably, this made investing in United States 
government securities more attractive. 


Each person was required to report his total income, so far spe- 
cifying the sources from which it was derived as to enable the assist- 
ant assessor to decide what deductions should be made. 


Grandfather Paid Taxes Too 





The author is a CPA, Larkspur, California. 
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Every farmer or planter was re- 
quired to make a return of the value 
of the products of his farm or planta- 
tion without deduction for the labor 
or services oi himself or his family, or 
for any portion of such products con- 
sumed by himself or his family. I 
don’t know how the farmer computed 
the value of the food consumed by 
himself and his family, but he cer- 
tainly had to add that to the value of 
the products of his farm or plantation 
in order to get the total income for 
tax purposes. Also, while these regu- 
lations are dated May 1, 1863, one of 
the requirements was “farm products, 
which the producer had on hand on 
the thirty-first day of December, 1862 
must be appraised at its market value 
on that day.” I think the farmer in 
those days had some tax problems 
which I am glad we don’t have today. 

The following could be deducted 
from gross income in arriving at tax- 
able income: state and local taxes 
assessed in the calendar year January 
1, 1862, to December 31, 1862, inclu- 
sive, and salaries of officers or pay- 
ments to persons in the service or 
employment of the United States 
from which a deduction of 3 per cent 
had been made by the disbursing of- 
ficers of the government. 


The reason for the exemption of 
salaries above is that the Act of July 
1, 1862, imposed a 3 per cent tax on 
all pay in excess of $600 of officers and 
persons in the service of the United 
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States, to be withheld from paychecks. 
Don’t let anybody tell you that with- 
held taxes originated in the year of 
forgiveness, 1942. It actually first 
took place in the year 1862 by reason 
of the Act of July 1, 1862, which be- 
came effective on September 1 of 
that year. 


Also deductible was interest or di- 
vidends on stock; capital or deposits 
in any bank, trust company or savings 
institution, or insurance or railroad 
company or corporation; and interest 
on any bonds or other evidence of 
indebtedness of any railroad company 
or other corporation from which a 
duty of 3 per cent had already been 
deducted by the officers of such com- 
pany or corporation and receipts de- 
rived from advertisements on which 
a duty of 3 per cent had already been 
assessed and paid. The reason for 
these deductions being allowed was 
the imposition by the Act of July 1, 
1862, of a direct 3 per cent tax on 
these items, and it was not the inten- 
tion to impose double taxation. When- 
ever the total income of any person 
exceeded $10,000, and deductions 
were made on the ground that a por- 
tion of such income was subjected to 
the 3 per cent duty withheld from 
dividends or interest, such person was 
subject to a tax of 2 per cent addi- 
tional upon such income. The direct 
tax of 3 per cent on advertisements 
met with considerable resistance from 
the newspapers of the day, and finally 


TAXES —The Tax Magazine 





was repealed as an infringement upon 
the freedom of the press. 


Each family was entitled to a $600 
personal exemption, which could be 
deducted and which—strangely enough 
—is exactly the same amount as the 
personal exemption of today. This 
exemption was taken into account in 
computing the withholding tax from 
the salary or pay of persons subject 
to withholding. Of course, the tax- 
payer could not again claim the $600 
on his individual income tax return. 


The regulations state that where 
the whole or any part of the $600 was 
taken into account in computing the 
withholding tax, no part could be 
used in computing the taxable income 
otherwise of the taxpayer. I don’t 
know what happened in the case of a 
government employee who earned only 
$300 and had no withholding tax be- 
cause $300 of this exemption was 
used and who wasn’t permitted to 
deduct the other $300 of personal ex- 
emption on his tax return, but I 
imagine that the government was 
soundly damned for this oversight. 


The taxpayer could deduct the 
amount actually paid for rent of any 
dwelling house or estate which was 
his residence. 


A farmer or planter could deduct 
the amount paid for hired labor and 
necessary repairs to his farm or planta- 
tion, including subsistence of laborers. 


Guardians, trustees and other fidu- 
ciaries were required to make tax re- 
turns for the income—of minors or 
other persons—which they held in 
trust. The tax was assessed upon the 
amount returned after making the 
above deductions, except that the ex- 
emption of $600 was not allowed on 
account of any minor or other bene- 
ficiary of a trust unless the guardian 
or trustee made a statement under 
oath that the minor or beneficiary 
had no other income from which this 
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$600 could have been exempted and 
deducted. 


Taxpayers receiving rent could de- 
duct the amount paid for necessary 
repairs, insurance and interest on en- 
cumbrances on such rental property, 
but the cost of any structures or im- 
provements to buildings could not be 
deducted from income. The tax was 
levied upon all dividends declared 
after August 5, 1861, and prior to 
September 1, 1862, and upon $600 of 
all salaries of officers or payments to 
persons in the civil, military, naval 
or other service of the United States 
for services rendered in that period, 
as such dividends and proportion of 
salaries had not been subject to with- 
holding. Interest received from, or due 
by, trust companies, savings institu- 
tions, and insurance and railroad com- 
panies, corporations or associations 
prior to September 1, 1862, also were 
taxed on the same basis. 


Proceeds or dividends derived from 
stock, shares or property in a gas, 
bridge, canal, turnpike, express, tele- 
graph, steamboat, ferryboat, or manu- 
facturing company or corporation, or 
from the business usually done by 
such companies or corporations, were 
subject to such tax. 

Interest paid by any person on en- 
cumbrances upon the dwelling house 
or estate on which he resides could be 
deducted from income; also, the pay- 
ments for necessary repairs. 


This provision taken with the one 
above where the taxpayer could de- 
duct the rent for any dwelling house 
or estate which is the property of any 
person so assessed, together with the 
$600 personal exemption, indicates 
that Congress intended to tax only 
surplus earnings of the citizens and 
not the earnings necessary for their 
livelihood. 


Perhaps the highest wages paid to 
people in the United States in those 
years were to gold miners in Virginia 
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City, Nevada. Their wages were 4 
a day and they worked six days a 
week, which gave them a $24-a-week 
paycheck, or $1,248 a year if they 
worked all 52 weeks. If a minor had 
no deductions other than his personal 
exemption of $600, his tax would have 
been the large sum of $19.44 for the 
year, which is less than a week’s 
work. I wonder how many of us 
would like to give Uncle Sam only 
one week’s gross receipts and call it 
even? 


The Internal Revenue Bureau had 
been established twice prior to 1862, 
but only for short periods of time. 
The re-establishment of the Internal 
Revenue Bureau as the result of the 
Act of July 1, 1862, was the basis for 
what has ever since been a permanent 
branch of the government service, al- 
though the income tax has not been 
collected continuously. Since that 
time the agency has collected taxes 
on distilled spirits, trades, vocations 
and occupations; and specific and ad 
valorem duties on manufacturers and 
products of various kinds, including 
cotton, tobacco, cigars and cigarettes, 
auction sales, carriages, yachts, etc. 


The most remunerative jobs of the 
time were collector of internal reve- 
nue and assessor. The assessor was 
required to keep his office open at all 
hours for the convenience of tax- 
payers. It was the duty of the as- 
sessor to receive and hear all appeals. 
He was authorized to issue summons 
to all persons delinquent in their tax 
obligations. The assessor had author- 
ity to examine the premises, property 
and accounts of the taxpayer, having 
full legal power to enter in the day- 
time any premises. The assessor was 
required to advertise in some news- 
paper published within his district 
and to post notice in at least four 
public places within each assessment 
district that the assessment lists were 
open to inspection. 
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The period for examination, how- 
ever, was limited to 15 days. An 
interesting feature of this period of 
taxation was the fact that in case of 
failure by any person to make proper 
return, the assistant assessor had full 
authority to make the return from the 
best information obtainable. If the 
taxpayer consented to the assistant 
assessor’s conclusions and was will- 
ing to sign what we today term an 
“agreement,” the taxpayer was ex- 
empt from any penalty. If he refused 
to sign an agreement, he was liable to 
a 50 per cent increase in the assessed 
valuation of all taxable property. 


It was the duty of the collector of 
internal revenue to collect the taxes 
according to the assessment lists sub- 
mitted by the assessors within 20 
days after receiving his annual lists 
from the assessors. The collector 
gave notice to all taxpayers through 
the medium of newspaper advertise- 
ments and posting notices that the 
taxes were due and payable. 


If the taxpayer did not respond to 
this general notice, the collector was 
required to serve a notice upon the 
delinquent either personally or by 
mail. The collector had full authority 
to distrain and sell the effects of a 
delinquent taxpayer. 


Assessors were paid $3 a day while 
employed in giving instructions; $5 
a day while hearing appeals, con- 
sidering valuations and preparing as- 
sessment lists; and $1 for every 100 


names delivered. Collectors of inter- 
nal revenue were allowed a commis- 
sion of 4 per cent on all money 
collected up to $100,000 and 2 per cent 
on all money collected above that 
amount, the commissions being limited 


to $10,000 per year. 


The income tax form which the 
taxpayer was required to complete 
and deliver to the assessor was as 
follows: 
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Detailed Statement of Sources of Income and the Amount Derived from Each, 1862 


GROSS AMOUNTS MUST BE STATED Amounts 


Income of a resident in the United States from profits on any | 
trade, business, or vocation, or any interest there, wherever 
carried on 

From rents, or the use of real estate let $3 

From interest on notes, bonds, mortgages, or other personal 
securities, not those of the United States 

From interest on notes, bonds, or other securities of the United 
States 

From interest or dividends on any bonds or other evidences of 
indebtedness of any railroad company or corporation 

From interest or dividends on stock, capital, or deposits in any 
bank, trust company, or savings institution, msurance or railroad 
company or corporation i 

From interest on bonds or dividends on stock, shares, or prop- 
erty in gas, bridge, canal, turnpike, express, telegraph, steam- 
boat, ferry-boat, or manufacturing company or corporation, or 
from the business usually done thereby 

From property, securities, or stocks owned in the United States 
by a citizen thereof residing abroad, not in the employment of 
the Government of the United States 

From salary other than as an officer or employee of the United 
States 

From salary as an officer or r employee of the United States 

From farms or plantations, including all products and profits 

From advertisements 

The guardian, trustee, executor, or administrator of the prop- 
erty or estate of ——————_—_________ 

From all sources not herein enumerated 

Total 








Detailed Statement of Deductions Authorized to Be 





Expenses necessarily incurred and paid in carrying on any trade, 
business, or vocation, such as rent of store, clerk hire, insur- 
ance, fuel, freight, etc. 

Exempted by law (except in the case of a citizen of the United 
States residing abroad, $600 

Amount actually paid for rent of the dwelling-house or estate 
occupied as a residence 

Other national, State, and local taxes assessed and paid for the 
year 1862, and not elsewhere included 

Amount actually paid by a property owner for necessary repairs, 
insurance, and interest on incumbrances upon his property 

Income from interest on bonds, or other evidences of indebted- 
ness, of any railroad company or corporation, from which three 
per cent thereon was withheld by the officers thereof, between 
September Ist and December 31, 1862, inclusive 

Income from interest or dividends on stock, capital, or deposits 
in any bank, trust company, or savings institution, insurance 
or railroad company, from which three per cent thereon was 
withheld by the officers thereof, between September Ist and 
December 3lst, 1862, inclusive 

Amount paid by a farmer or planter for— 

(a) Hired labor, including the subsistence of the laborers 

(b) For necessary repairs upon his farm or plantation 

(c) For insurance, and interest on incumbrances upon his farm 

or plantation 

Salaries of officers, or payments to persons in the civil, military, 
naval, or other service of the United States, in excess of $600 

Income from advertisements, on which three per cent was paid, 
from September Ist to December 31st, 1862, inclusive 








[The End] 
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IMPACT OF THE STOCKHAM DECISION—Continued from page 300 


the tangled underbrush of past cases” 
resulting in much “controversy and 
confusion” and leaving “little in the 
way of precise guides to the States 
in the exercise of their indispensable 
power of taxation.” The pronounce- 
ments of the Court in this case leave 
little for “controversy and confusion” 
concerning the states’ power to im- 
pose a tax directly on net income from 
exclusively interstate commerce de- 
rived from sources and activities 
within the state. 

It was agreed by both the majority 
and minority opinions of the Court 
that the Stockham and Northwestern 
cases did not involve the question of 
both interstate commerce and intra- 
state commerce as there was no intra- 
state business within the taxing state. 
The argument by taxpayers that prior 
decisions of the Court involving net 
income taxes did not in fact, uphold 
a tax on net income from interstate 
commerce, but rather the income earned 
from carrying on interstate com- 
merce was “utilized simply to meas- 
ure the income derived from some 
separate, but unidentified, intrastate 
commerce, which income was in truth 
the subject of the tax,” is now 
thoroughly refuted, the tangled un- 
derbrush cleared up, and a clear course 
charted for future guidance. 

The conjecture by some corporate 
advisers that the decisions in Roy 
Stone Transfer® and Miller Brothers * 
thoroughly dissipated the efficacy at- 
tributed to the West Publishing Com- 
pany * case by tax administrators was 
resoundingly rejected by the Court 
in the Stockham decision. The original 
intent of the Tenth Amendment to 





* Roy Stone Transfer Corporation v. Mess- 
ner, 3 stc J 250-255, 377 Pa. 234, 103 A. 2d 
700 (1954). 
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_constitute 


the Constitution is preserved to the 
states by this decision, so far as a tax 
on interstate net income is concerned. 


As to facts, Stockham was ad- 
mittedly a perimeter case. But the 
Court held that the taxpayer’s plea of 
due-process-clause contravention would 
not “bear scrutiny. ... The taxes im- 
posed are levied only on that portion of 
the taxpayer’s net income which arises 
from its activities within the taxing 
State. The activities form a sufficient 
‘nexus between such a tax and trans- 
actions within a state for which the 
tax is an exaction’.” The place of 
the market, the fact of exploitation, the 
capture of profit and the lawful pro- 
tection afforded by the state during 
the process are sufficient for the state 
to demand something in return and 
“*some definite link, some 
minimum sufficient to 
satisfy due process requirements.” 


connection’ 


A state has as much constitutional 
right, to say nothing of economic 
right, to impose a tax on net profits 
derived from the exploitation of the 
state’s economic market as it does to 
impose a severance tax on the extrac- 
tion of mineral and oil deposits and 
the cutting of timber within its borders. 


The validity of a state tax on net 
income derived from interstate oper- 
ations does not depend upon the loca- 
tion within the state of a commercial 
or statutory domicile nor the presence 
of corporate officers, nor is it neces- 
sary to have an office present within 
the state. The activity producing the 
income on which the tax is levied 
controls, for it is “recognized that the 
income taxed arose from a purely in- 
terstate operation.” [The End] 


* Miller Brothers Company v. Maryland, 
3 ste § 200-111, 347 U. S. 340 (1954). 

*West Publishing Company v. McColgan, 
328 U. S. 823. 
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Medical Deductions 
for Aging, Disabled Taxpayers 


By REINHOLD GROH 


This article discusses that section of the Code which 

recognizes that people over 65 

are likely to have larger medical expenses than younger people. 
Mr. Groh is a certified public accountant in Chicago. 

His article stems from a talk that he gave 

before the Illinois Society of Certified Public Accountants. 


ECTION 213 of the Internal Revenue Code, relating to the deduc- 
tion for medical expense, has been amended by the Technical 
Changes Act of 1958, by adding new subsection (g). This subsection 
has as its title “Maximum Limitation If Taxpayer or Spouse Has 
Attained Age 65 And Is Disabled.” 


Under this provision, the maximum deduction for qualifying 
medical expenses has been increased to $15,000, if the taxpayer has 
attained the age of 65 before the close of the taxable year and is dis- 
abled and if his spouse does not make a separate return for the taxable 
year or to $30,000, if both the taxpayer and his spouse have attained 
the age of 65 before the close of the taxable year and both are disabled 
and if they file a joint return. 


In arriving at the maximum deduction of $15,000 or $30,000, on a 
separate return or a joint return, respectively, any amounts paid by 
the taxpayer during the taxable year for medical expenses of a 
dependent shall be taken into account, but only to the extent that they 
do not exceed the maximum deduction provided in subsection (c). 
This subsection (c) provides for a maximum medical deduction, the 
amount of which may not exceed $2,500 multiplied by the number of 
exemptions allowed for the taxable year, other than those for age or 
blindness, but not in excess of $5,000 on a separate return, not for a 
surviving spouse and not for the head of a household, or $10,000 on a 
joint return or on a return for a surviving spouse or for the head of a 
household. 

For example, if a taxpayer 65 or over who is disabled, is married 
and has one dependent pays $14,000 for deductible medical expenses 
during the taxable year, of which $5,000 is for his own medical expense 
and $9,000 for his dependent, he would have an allowable medical de- 
duction limited to $12,500 ($7,500 maximum under subsection (c) for 
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his dependent and $5,000 under new 
subsection (g) for himself—assuming, 
for this example, that the $9,000 paid 
for his dependent’s medical expense 
was the excess over 3 per cent of the 
taxpayer’s adjusted gross income). 


If both the taxpayer and his spouse 
are 65 or over and both are disabled 
and they file a joint return, the maxi- 
mum medical expense deduction is 
$30,000. In arriving at this $30,000 
maximum, no more than $15,000 each 
may be taken into account for the tax- 
payer and his spouse. For example, 
if such a taxpayer pays $14,000 medi- 
cal expense for himself and $16,000 
for his wife he would be allowed a 
deduction of only $29,000, the $1,000 
paid in excess of $15,000 for his wife 
being disallowed. The maximum de- 
duction for a head of a household who 
has reached the age of 65 and is dis- 
abled or for a surviving spouse who 
has reached the age of 65 and is dis- 
abled is increased to $15,000. 


“Disabled” is defined as meaning a 
medically determinable physical or 
mental impairment which renders the 
individual unable to engage in any 
substantial gainful activity and which 
can be expected to result in death or 
to be of long-continued and indefinite 
duration. 


T. D. 6335 


Treasury Decision 6335, which pre- 
scribes temporary regulations for the 
interpretation of this new subsection 
(g), defines “disabled” as follows: 


“In determining whether an in- 
dividual’s impairment makes him un- 
able to engage in any substantial 
gainful activity, primary considera- 
tion shall be given to the nature and 
severity of his impairment. Con- 
sideration shall also be given to other 
factors such as the individual’s edu- 
cation, training, and work experience. 
The substantial gainful activity to 
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which section 213(g) refers is the ac- 
tivity, or a comparable activity, in 
which the individual customarily en- 
gaged prior to the arising of the dis- 
ability (or prior to retirement if the 
individual was retired at the time the 
disability arose). In the case of a 
taxpayer's spouse whose primary ac- 
tivity is housekeeping, housekeeping 
shall be considered her substantial 
gainful activity for purposes of sec- 


tion 213(g). 


“(2) Whether or not the impair- 
ment in a particular case constitutes 
a disability is to be determined with 
reference to all the facts in the case. 
The following are examples of im- 
pairments which would ordinarily be 
considered as preventing substantial 
gainful activity: 

“(i) Loss of use of two limbs; 

“(ii) Certain progressive diseases 
which have resulted in the phyiscal 
loss or atrophy of a limb, such as 
diabetes, multiple sclerosis, or Buerger’s 
disease ; 

“(iii) Diseases of the heart, lungs, 
or blood vessels which have resulted 
in major loss of heart or lung reserve 
as evidenced by X-ray, electrocardi- 
ogram, or other objective findings, so 
that despite medical treatment breath- 
lessness, pain, or fatigue is produced 
on slight exertion, such as walking 
several blocks, using public transpor- 
tation, or doing small chores; 

“(iv) Cancer which is inoperable 
and progressive ; 

“(v) Damage to the brain or brain 
abnormality which has resulted in 
severe loss of judgment, intellect, ori- 
entation, or memory ; 


“(vi) Mental disease (e. g., psy- 
chosis or severe psychoneurosis) re- 
quiring continued institutionalization 
or constant supervision of the in- 
dividual ; 
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. .. section 367 has fixed... 
perhaps a majority of the 
primary companies in the field 
of foreign investment 

in the cement of organization 
inflexibility. Business 
decisions cannot 

prevail and are frustrated, 
efficiency is denied. 
—Representative Hale Boggs. 


“(vii) Loss or diminution of vision 
to the extent that the affected in- 
dividual has a central visual acuity of 
no better than 20/200 in the better eye 
after best correction, or has a limita- 
tion in the fields of vision such that 
the widest diameter of the visual 
fields subtends an angle no greater 
than 20 degrees ; 


“(viii) Permanent and total loss of 
speech ; 

“(ix) Total deafness uncorrectible 
by a hearing aid. 


“The existence of one or more of 
those impairments (or of an impair- 
ment,of greater severity) will not, 
however, in and of itself always per- 
mit a finding that an individual is 
disabled as defined in section 213(g). 
Any impairment, whether of lesser or 
greater severity, must be evaluated in 
terms of whether it does in fact pre- 
vent the individual from engaging in 
his customary or any comparable sub- 
stantial gainful activity. 


“(3) In order to meet the require- 
ments of section 213(g), an impair- 
ment must be expected either to 
continue for a long and indefinite 
period or to result in death. Ordi- 
narily a terminal illness because of 
disease or injury would result in dis- 
ability. Indefinite is used in the sense 
that it cannot reasonably be anticipated 
that the impairment will, in the fore- 
seeable future, be so diminished as no 
longer to prevent substantial gainful 
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activity. For example, an individual 
who suffers a bone fracture which 
prevents him from working for an 
extended period of time will not be 
considered disabled, if his recovery 
can be expected in the foreseeable 
future. 


“(4) Impairments which are re- 
mediable do not constitute a disability 
within the meaning of section 213(g). 
An individual will not be deemed 
disabled if, with reasonable effort and 
safety to himself, the impairment can 
be diminished to the extent that the 
individual will not be prevented by 
the impairment from engaging in his 
customary or any comparable sub- 
stantial gainful activity.” 

Although these temporary regula- 
tions do provide an area of reasonable 
certainty as to what constitutes “dis- 
ability,” they also provide that these 
are not hard-and-fast conditions to 
the exclusion of all others. For ex- 
ample, although these regulations pro- 
vide that the “loss of use of two limbs” 
would ordinarily be considered as 
preventing substantial gainful activity, 
they make no reference to the loss of 
only one limb. I am sure that we can 
all recognize that the loss of use of 
only one hand could prevent a surgeon 
or a concert pianist from engaging 
in the gainful activity for which he 
was particularly trained or suited. In 
some fields of endeavor an artificial 
hand might function satisfactorily to 
permit the individual to engage in 
his regular endeavor, but I can’t quite 
conceive of an artificial hand per- 
mitting a surgeon or a concert pianist 
to engage in their gainful activities. 


Proof of Existence of Disability 


Disability of the taxpayer or of his 
spouse will be determined as of the 
close of the taxable year, except that 
if the spouse dies during the taxable 
year, the determination as to whether 
the spouse was disabled shall be made 
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| believe the budget should be 
balanced this year, even under our 
obsolete budget procedures. | 
believe it can be 

balanced this year by the 
elimination of waste 

and by the closing of tax loopholes. 
—Senator Joseph S. Clark. 


as of the date of death. Any taxpayer 
who claims disability for either him- 
self or his spouse or for both himself 
and his spouse, in order to obtain the 
increased medical expense deduction, 
must prove the existence of the dis- 
ability. For the first taxable year for 
which the taxpayer seeks to apply 
this increased maximum deduction he 
must submit with his income tax re- 
turn a doctor’s statement as to the 
existence of any impairment upon 
which the taxpayer relies. In addi- 
tion, he must also submit a statement 
with respect to the effect the 
claimed impairment upon his sub- 
stantial gainful activity. For subse- 
quent taxable years the taxpayer need 
only file a statement declaring the 
continued existence of the impair- 
ment, without substantial diminution, 
and its continued effect on his sub- 
stantial gainful activity. 


of 


It would seem that this “very mag- 
nanimous gesture” by Congress is of 
very limited application and will benefit 
only those taxpayers who have a very 
substantial income from sources other 
than wages and salaries. Consider 
for a moment the number of tax- 
payers you know who might benefit 
from this amendment, both as to phy- 
impairment and_ substantial 
income. 


sical 


The amendment is effective for tax- 
able years beginning after December 
31, 1957. 

It appears to me that the approach 
to the allowance for medical expenses 
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is entirely unreasonable. Surely, the 
taxpayer does not incur medical ex- 
penses for the purpose of reducing 
his income tax. It is really an un- 
wanted deduction, but quite neces- 
sary where the taxpayer is faced with 
heavy medical expenses. In my 
opinion, the same treatment should be 
allowed for medical deductions as is 
allowed for operating loss deductions. 
In other words, unreimbursed medi- 
cal expenses should be deductible in 
full without limitation against the 
taxpayer's adjusted gross income and 
should provide for a loss carry-back 
or carry-forward where the deduc- 
tions exceed the taxpayer’s adjusted 
gross income for the year in which the 
medical expenses are incurred. 

The courts have held that the tax- 
payer’s salary is income from a trade 
or business. In order to earn such 
income the taxpayer must be in good 
health, and any expenses incurred in 
order to maintain his health so that 
he can earn such income should be a 
deductible expense in arriving at tax- 
able income. If a taxpayer had a 
choice or received some benefit from 
creating such medical expenses, the 
present income tax treatment would 
have some justification, but where the 
deduction is an unsought-after deduc- 
tion from which the taxpayer receives 
no monetary benefit or gain, it would 
appear that Congress could take a 
much more liberal attitude by allow- 
ing such unreimbursed expenses in 
full as a deduction against the tax- 
payer’s income. Usually, such medi- 
cal expenses are nonrecurring expenses, 
and a sizable amount could be ex- 
pected to be incurred in a taxable year 
when, because of the taxpayer’s ill 
health, his income for that particular 
year was not sufficient to offset the 
total medical bills incurred for that 
year. It would appear that a medical 
deduction carry-back or carry-forward 


would be justified. [The End] 
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STATE TAX NEWS 


In this department are reported news items on decisions, legislation and 
administrative rulings. This department's scope includes the following 
types of taxes: income, sales and gross receipts, property, gasoline, 
insurance company, utility, franchise, severance, and inheritance and 
estate. Most items are adapted from CCH reports on state and local taxes. 


Bhawani has the right to tax its apportioned share of the net income 
of a foreign corporation whose business in that state is exclusively in 
interstate commerce, said the Supreme Court in the first of three 
important decisions in the state tax field handed down February 24. 
In its second decision the Court upheld Virginia’s “franchise tax” 
on express companies doing business exclusively in interstate com- 
merce. In its third decision the Court ruled that imported property 
remaining in unbroken packages may be taxed by a state when their 
essentiality to current manufacturing requirements is established. 


Net Income Tax Decision 


The first decision of the Court was handed down in Northwestern 
States Portland Cement Company v. State of Minnesota (Docket No. 12) 
and Williams v. Stockham Valves and Fittings, Inc. (Docket No. 33). 
Because of the similarity of the two cases, they were combined by the 
Court in the single decision. The Court took over four months from 
the time of hearing arguments in the cases to the time of handing down 
its decision. 

In stating its opinion that states may tax the income of foreign 
corporations doing business exclusively in interstate commerce, the 
Court held that the authors of the federal Constitution “did not intend 
to immunize such commerce from carrying its fair share of the costs of 
state governments in return for the benefits it derives from within the 
State.” Distinguishing a tax on net income from interstate commerce 
from a tax on the privilege of engaging in interstate commerce, the 
Court said that the former does not conflict with the commerce clause. 
The latter, as typified in Spector Motor Service v. O’Connor, 2 stc 
{ 200-044, 340 U. S. 620, is still beyond the power of the state to impose. 


Giving the background for its decision in the net income tax cases, 
the Court said that “it has been established since 1918 that a net 
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income tax on revenues derived from 
interstate commerce does not offend 
constitutional limitations upon state 
interference with such commerce. The 
decision of Peck & Co. v. Lowe, 247 
U.S. 165, pointed the way. There the 
Court held that though true it was 
that the Constitution provided ‘No 
Tax or Duty shall be laid on Articles 
exported from any State’, Art. I, $9, 
still a net income tax on the profits 
derived from such commerce was not 
‘laid on articles in course of exporta- 
tion or on anything which inherently 
or by the usages of commerce is em- 
braced in exportation or any of its 
processes .... At most, exportation 
is affected only indirectly and re- 
motely’. Jd., at 174-175. The first 
case in this Court applying the doc- 
trine to interstate commerce was that of 
U. S. Glue Co. v. Town of Oak Creek, 
247 U.S. 321 (1918). There the Court 
distinguished between an_ invalid 
direct levy which placed a burden on 
interstate commerce and a charge by 
way of net income derived from 
profits from interstate commerce. This 
landmark case and those usually cited 
as upholding the doctrine there an- 
nounced, i. e., Underwood Typewriter 
Co. v. Chamberlain, 254 U. S. 113 
(1920), and Memphis Gas Co. v. Beeler, 
315 U. S. 649 (1942), dealt with cor- 
porations which were domestic to the 
taxing State (U. S. Glue Co. v. Town 
of Oak Creek, supra), or which had 
‘established a commercial domicile’ 
there. Underwood Typewriter Co. v. 
Chamberlain, supra; Memphis Natural 
Gas Co. v. Beeler, supra. 


“But that the presence of such a 
circumstance is not controlling is 
shown by the cases of Bass, Ratcliff & 
Gretton, Ltd., v. State Tax Commission, 
266 U. S. 271 (1924), and Norfolk & 
W. R. Co. v. North Carolina, 297 U. S. 
682 (1936). In neither of these cases 
was the taxpayer a domiciliary of the 
taxing State, incorporated or with its 
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principal place of business there, 
though each carried on substantial 
local activities. Permitting the as- 
sessment of New York’s franchise tax 
measured on a proportional formula 
against a British corporation selling 
ale in New York State, the Court held 
in Bass, Ratcliff and Gretton, Lid., 
supra, that ‘the Company carried on 
the unitary business of manufacturing 
and selling ale, in which its profits 
were earned by a series of transac- 
tions beginning with the manufacture 
in England and ending in sales in 
New York and other places—the 
process of manufacturing resulting in 
no profits until it ends in sales—the 
State was justified in attributing to 
New York a just proportion of the 
profits earned by the Company from 
such unitary business’. /d., at 282. 
Likewise in Norfolk & W. R. Co., 
supra, North Carolina was permitted 
to tax a Virginia corporation on net 
income apportioned to North Carolina 
on the basis of mileage within the State. 
These cases stand for the doctrine 
that the entire net income of a corpo- 
ration, generated by interstate as well 
as intrastate activities, may be fairly 
apportioned among the States for tax 
purposes by formulas utilizing in- 
state aspects of interstate affairs. In 
fact, in Bass, Ratcliff and Gretton the 
operations in the taxing State were 
conducted at a loss, and still the Court 
allowed part of the overall net profit 
of the corporation to be attributed to 
the State. A reading of the statute in 
Norfolk & W. R. Co. reveals further 
that one facet of the apportionment 
formula was specifically designed to 
attribute a portion of the interstate 
hauls to the taxing State. 


“Any doubt as to the validity of our 
position here was entirely dispelled 
four years after Beeler, in a unanimous 
per curiam in West Publishing Co. v. 
McColgan, 328 U. S. 823, citing the 
four cases of Beeler, U. S. Glue Co., 
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... high taxes and unwise taxes 
which impede incentives 

to thrift, savings and investment, 
pose a serious threat to economic 
growth and full employment. 
—Representative James Utt. 


both supra, Interstate Busses Corp. v. 
Blodgett, 276 U. S. 245 (1928), and 
International Shoe Co. v. Washington, 
326 U. S. 310 (1945). The case in- 
volved the validity of California’s 
tax on the apportioned net income of 
West Publishing Company, whose 
business was exclusively interstate. 
See 27 Cal. 2d 705. While the state- 
ment of the facts in that opinion re- 
cites that “The employees were given 
space in the offices of attorneys in re- 
turn for the use of plaintiff’s books 
stored in such offices’, it is significant 
to note that West had not qualified to 
do business in California and the 
State’s statute itself declared that the 
tax was levied on income derived 
from interstate commerce within the 
State, as well as any arising intra- 
state. The opinion was not grounded 
on the triviality that office space was 
given West’s soliciters by attorneys 
in exchange for the chanceful use of 
what books they may have had on 
hand for their sales activities. Rather, 
it recognized that the income taxed 
arose from a purely interstate oper- 
ation. 


“In relying on the foregoing cases 
for the proposition that a foreign cor- 
poration engaged within a state solely 


in interstate commerce is immune 
from net income taxation by that 
state, plaintiff [West Publishing Co. ] 
overlooks the distinction made by the 
United States Supreme Court between 
a tax whose subject is the privilege of 
engaging in interstate commerce and 
a tax whose subject is the net income 
from such commerce. It is settled by 
decisions of the United States Su- 
preme Court that a tax on net income 
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from interstate commerce, as distin- 
guished from a tax on the privilege 
of engaging in interstate commerce, 
does not conflict with the commerce 
clause.’ 27 Cal. 2d 705, 708-709. (Cita- 
tions omitted.) 


“We believe that the rationale of 
these cases, involving income levies 
by States, controls the issues here. 
The taxes are not regulations in any 
sense of that term. Admittedly they 
do not discriminate against nor sub- 
ject either corporation to an undue 
burden. While it is true that a State 
may not erect a wall around its 
borders preventing commerce an en- 
try, it is axiomatic that the founders 
did not intend to immunize such 
commerce from carrying its fair share 
of the costs of the state government 
in return for the benefits it derives 
from within the State. The levies are 
not privilege taxes based on the right 
to carry on business in the taxing 
State. The States are left to collect 
only through ordinary means. The 
tax, therefore, is ‘not open to the ob- 
jection that it compels the company 
to pay for the privilege of engaging 
in interstate commerce’. Underwood 
Typewriter Co. v. Chamberlain, supra, 
at 119. As was said in Wisconsin v. 
Minnesota Mining & Mfg. Co., 311 
U. S. 452 (1940), ‘it is too late in the 
day to find offense to that [commerce] 
Clause because a state tax is imposed 
on corporate net income of an inter- 
state enterprise which is attributable 


to earnings within the taxing state 
.+ Way at 4a" 


The Court stated that the question 
of the economic wisdom of state net 
income taxes was not for it to decide, 
being a state policy matter. Regard- 
ing the issue raised of the possibility 
of a multiple burden resulting from 
the exaction of the net income taxes 
in question, the Court said that “none 
is shown to exist here. This is not 
an unapportioned tax which by its 
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very nature makes interstate com- 
merce bear more than its fair share. 

. Logically it is impossible, when 
the tax is fairly apportioned, to have 
the same income taxed twice. In 
practical operation, however, appor- 
tionment formulas being what they 
are, the possibility of the contrary is 
not foreclosed, especially by levies in 
domiciliary States. But that question 
is not before us. In this type of 
case the taxpayers must show that the 
formula places a burden upon inter- 
state commerce in a constitutional 
sense.” 


The Court rejected the argument 
that the Spector case requires the net 
income tax to be declared invalid, say- 
ing that there the tax was on the 
privilege of doing business and was, 
thus, invalid under a long line of 
precedents. The taxes here were 
likened to those imposed by Cali- 
fornia in the West Publishing Company 
case, being based only upon the net 
profits earned in the taxing state. 
“That incidence of the tax affords a 
valid ‘constitutional channel’ which 
the States have utilized to ‘make in- 
terstate commerce pay its way’.” 


Arguments that the taxes violate 
due process were disposed of by the 
Court. Since the taxes were appor- 
tioned to net income caused by the 
taxpayer’s activities within the taxing 
state, there was sufficient “nexus” be- 
tween the tax and the activities on 
which it was levied. “It strains 
reality,” said the Court, “to say, in 
terms of our decisions, that each of 
the corporations here was not suf- 
ficiently involved in local events to 
forge ‘some definite link, some mini- 
mum connection’ sufficient to satisfy 
due process requirements.” 


Drawing from its previous state- 
ments in Wisconsin v. J. C. Penney 
Company, the Court said that “the 
‘controlling question is whether the 
state has given anything for which it 
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can ask return’. Since by ‘the prac- 
tical operation of [the] tax the state 
has exerted its power in relation to 
opportunities which it has given, to 
protection which it has afforded, to 
benefits which it has conferred. . .’ 
it ‘is free to pursue its own fiscal 
policies, unembarrassed by the Con- 
stitution . . .’.” 


(An article discussing the impact 
of the Supreme Court decision in the 
Stockham case is presented in this issue 
beginning at page 299. The author is 
Fred L. Cox, who is connected with 
the Georgia Department of Revenue.) 


Express Company Franchise Tax 


For the second time in five years, 
the Supreme Court had before it a tax 
levied by the State of Virginia against 
the express agencies. (Railway Ex- 
press Agency, Inc. v. Virginia (Docket 
No. 38).) In its earlier decision, Rail- 
way Express Agency v. Virginia, 347 
U. S. 359, 364 (1954), the Court had 
said: “No one denies the right of the 
State, when assessing tangible prop- 
erty, to use any fair formula which 
will give effect to the intangible factors 
which influence real values. ... But 
Virginia has not done this.” 


On February 24, 1959, however, the 
Court reported: “We feel that Virginia 
has now done just that.” By meeting 
this criterion, among others estab- 
lished by the Court, the state, which 
had enacted the present tax to replace 
that struck down by the earlier de- 
cision, got the Court’s nod of approval. 


The old Virginia tax was struck 
down for being a “privilege tax’”’ vio- 
lative of the commerce clause. “Sub- 
sequently,” in the words of the Court, 
“the Virginia General Assembly en- 
acted the Act here involved levying 
a ‘franchise tax’ on express companies, 
measured by gross receipts from oper- 
ations within Virginia, in lieu of all 
other property taxes on intangibles 
and rolling stock.” The Court related 
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its belief “that Virginia has elimi- 
nated the Commerce Clause objec- 
tions sustained against its former tax 
law.” 


Clearing away “the dead under- 
brush of the old tax law,” the Court 
stated: “The new tax is not denomi- 
nated a license tax laid on the ‘privi- 
lege of doing business in Virginia’; 
nor is it ‘in addition to the property 
tax’ levied against appellant, nor as 
a condition precedent to its engaging 
in interstate commerce in the Com- 
monwealth. The General Assembly 
has made crystal-clear that the tax is 
now a franchise tax laid on the intan- 
gible property of appellant, and is 
levied ‘in lieu of taxes upon all of its 
other intangible property and 
rolling stock’. The measure of the 
tax is on gross receipts, fairly appor- 
tioned, and, as to appellant, is laid 
only on those ‘derived from the trans- 
portation within this State of express 
transported through, into or out of 
this State’.” 


Discussing the due process issue, 
the Court said that it “is entangled 
with appellant’s failure to file in its 
report, data covering its gross receipts 
allocated to Virginia. Failing to do 
this the State Corporation Commis- 
sion used a formula which in effect 
ascribed to Virginia the proportion of 
such receipts as the mileage of car- 
riers within Virginia bore to the total 
national mileage of the same lines. 
Appellant contends that the assess- 
ment made in this manner is violative 
of due process and the resulting amount 
of tax [$139,739.66] levied was con- 
fiscatory. ... In view of the fact that 
appellant failed to file the required 
information as to its gross receipts, 
thus placing an almost unsurmount- 
able burden on the Commonwealth to 
ascertain them, it is necessary that 
appellant make an affirmative show- 
ing that the mileage method used by 
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Virginia is so palpably unreasonable 
that it violates due process. This it 
has failed to do.” 


Taxability of Imported Property 
Remaining in Unbroken Packages 


At what “point of time” do ma- 
terials imported for use but kept in 
their “original packages” lose their 
exclusively federal status and become 
subject to taxation by the states? The 
question was answered by the Court 
in its decision combining Youngstown 
Sheet and Tube Company v. Bowers 
(Docket No. 9) and United States 
Plywood Corporation v. City of Algoma 
(Docket No. 44). The test for taxa- 
bility is when the essentiality of the 
imported property to current manu- 
facturing requirements is established. 


The cases involved ores imported 
by Youngstown Sheet and Tube from 
five foreign countries, separately stored 
and segregated as to country of origin, 
and lumber and veneers imported by 
United States Plywood, the lumber 


being stacked for air-drying and the 
veneers being kept in their original 
bundles. 


Relying upon their understanding 
of the prior leading case of Hooven & 
Allison Company v. Evatt, 2 stc 
{ 200-007, 324 U. S. 652, the peti- 
tioners maintained that the imports 
were not subject to state or local taxa- 
tion. In the Hooven case, an Ohio 
cordage manufacturer stored im- 
ported bales of hemp and other fibers 
in its factory warehouse in their ori- 
ginal packages. The Supreme Court 
there held that the fibers were not 
shown by the record to have been 
“subjected to manufacture when they 
were placed in [the taxpayer’s] ware- 
house in their original packages.” 
However, the Court also said that “the 
record affords no basis for saying that 
any part of petitioner’s fibers, stored 
in its warehouse, were required to 
meet immediate current needs,” 
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and it said that it, therefore, had no 
occasion to consider the “immediate 
current need” question. 


The Court, however, did consider 
the question in the Youngstown and 
Plywood cases. 


“The materials here in question were 
imported to supply, and were essential 
to supply, the manufacturer’s current 
operating needs. When, after all phases 
of their importation had ended, they 
were put to that use and indiscrimi- 
nate portions of the whole were actually 
being used to supply daily operating 
needs, they stood in the same rela- 
tion to the State as like piles of domestic 
materials at the same place that were 
kept for use and used in the same 
way. The one was then as fully sub- 
ject to taxation as the other. In those 
circumstances, the tax was not on 
‘imports’, nor was it a tax on the ma- 
terials because they had been im- 
ported, but because at the time of the 
assessment they were being used, in 
every practical sense, for the purposes 
for which they had been imported. 
They were therefore subject to taxa- 
tion just like domestic property that 
was kept at the same place in the same 
way for the same use.” 


March 2 Brings Two More 
State Tax Decisions 


Following up the momentous deci- 
sions of February 24, the Supreme 
Court, on March 2, once again rocked 
the business world with decisions on 
the states’ power to tax foreign corpo- 
rations engaged in interstate business. 
North Carolina’s tax on corporations 
“doing business in the state” was 
under dispute in ET & WNC Trans- 
portation Company v. Currie (Docket 
No. 524). In a per curiam decision it 
rested on its decision in the North- 
western-Stockham cases, the Supreme 
Court affirmed the decision of the 
North Carolina Supreme Court (3 stc 
{| 250-486, 104 S. E. 2d 403) that the 
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state may tax the income of an in- 
terstate motor carrier which trans- 
acted no intrastate business there. 
“Doing business in a state” ordinarily 
is said to mean “doing an intrastate 
business.” Thus, the interpretation of 
the statute involved may be interpreted 
as carrying the rule of the North- 
western-Stockham decision a step fur- 
ther, and it may change, if not negate, 
the usual meaning of the words “do- 
ing business” in a _ state income 
tax law. 


Another case of a corporation doing 
business only in interstate commerce 
being taxed by a state was presented 
in Brown-Forman Distillers Corpora- 
tion v. Collector of Revenue (Docket 
No. 142). There, the Louisiana Su- 
preme Court (3 stc J 250-463, 101 So. 
2d 70) had denied the taxpayer a refund 
of income taxes collected under the 
state’s income tax law. With no stock 
of goods in the state, the only activity 
of the company in the state had been 
the presence of “missionary men” who 
called upon wholesalers and occasionally 
accompanied their salesmen to assist in 
displaying company merchandise on re- 
tailers’ premises. The “missionary men” 
had no authority to solicit or accept 
orders. In a per curiam decision, the 
Supreme Court dismissed the taxpayer’s 
appeal. 


Atlantic States 


Income taxes.—Massachusetts em- 
ployers began withholding income 
taxes from wages on February 15. 
(Chapter 17, approved and effective 
February 6, 1959.) To provide collec- 
tion of the tax from wages from Janu- 
ary 1, the amount withheld is doubled 
for a number of pay periods after 
February 15 that equal the number 
prior to that date. The new law also 
calls for declarations and installment 
payments of estimated tax by tax- 
payers not subject to withholding. 
Features of the new Massachusetts 
law are as follows: 
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The Massachusetts withholding 
system and provisions for declara- 
tions of estimated tax follow closely 
the form of corresponding federal pro- 
visions. Withholding is in accordance 
with tables promulgated by the com- 
missioner of corporations and taxa- 
tion. Withholding of tax applies to 
wages paid on or after January 1, 
1959, with actual withholding to be 
made from any wage payments made on 
or after February 15, 1959. Declara- 
tions and installment payments of esti- 
mated tax apply to taxable years com- 
mencing after December 31, 1958. 


Withholding is required from wages 
paid to employees who are residents 
of Massachusetts, wherever such wages 
are earned, and from wages paid to 
employees who are nonresidents if such 
wages are earned in Massachusetts. 
Every employee is required to furnish 
his employer with a signed exemption 
and deduction certificate. Every em- 
ployer required to deduct and with- 
hold the tax from employees’ wages 
is required to file a return (Form 


M-941) and pay the tax withheld on 
or before the last day of the month 
following the close of each calendar 


quarter. Due dates are: April 30, 
July 31, October 31 and January 31. 
The first return and payment is due 
on April 30, 1959, for the quarter end- 
ing March 31, 1959, and is to include 
all amounts withheld during that 
quarter. On or before January 31 of 
the succeeding year, every employer 
who pays wages subject to withhold- 
ing is required to furnish each em- 
ployee with an annual statement 
(Form M-2, similar to the federal 
Form W-2). 


Every taxpayer who, in any taxable 
year beginning after December 31, 
1958, can reasonably expect to receive 
$100 of income subject to Massachu- 
setts income tax, other than wages 
subject to withholding, must file a 
declaration of estimated tax and make 
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payments. (Declarations of estimated 
tax are filed on Form 1-ES.) Due 
dates for filing declarations of esti- 
mated tax (except in the case of 
farmers), are the same as for federal 
declarations. Similarly, the dates for 
payment of estimated tax are the 
same as for the federal estimated tax. 


In addition to the withholding 
measure, Massachusetts has extended 
the operation of certain income taxes 
to February 28, 1961. These include 
the 1 per cent tax on income from 
personal, professional and business ac- 
tivities, the 3 per cent tax on gains 
from the sale of intangibles, the 20 
per cent surtax on all personal income 
and the 3 per cent tax and 20 per cent 
surtax on corporate income. (Chapter 
31, approved and effective February 


12, 1959.) 


General withholding from residents 
and nonresidents, alike, begins in New 
York on April 1, following the pass- 
age on March 11 of S. 1731. At the 
time of writing, the governor had not 
signed the legislation, but this is con- 
sidered automatic since the withhold- 
ing measure was sponsored by the 
administration. 


The new withholding legislation 
also forgives residents and nonresi- 
dents their 1958 taxes. Thus, em- 
ployers will not be required to file 
information returns on 1958 wages 
paid to resident employees, nor will 
they have to file returns and remit 
taxes withheld from the 1958 earnings 
from nonresident employees. Instead 
they are empowered to refund 1958 
withholdings from nonresidents. 


Special 1959 withholding tables 
have been prepared by the state. The 
rates at which taxes will be withheld 
have been raised to compensate for 
the fact that in this initial year with- 
holding will be in force for only three 
of the four quarters. In 1960 and 
following years the rates will drop 
as full-year collections are made. 
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This study [law] renders men 
acute, inquisitive, dexterous, 
prompt in attack, ready 

in defence, full of resources. 

—Edmund Burke. 


Highlights of the New York with- 
holding are as follows: 


Every employer making payment 
of wages or salaries on and after 
April 1, 1959, is required to withhold 
the New York State personal income 
tax from each wage payment. 
Amounts withheld will be in accord- 
ance with the employee’s New York 
exemption certificate (or federal Form 
W-4 where permitted) and the appli- 
cable withholding rate as shown in 
the New York State withholding tax 
tables (Form IT-2100.1). 


Employee's exemption certificate — 
During April, 1959, and on or before 
hiring a new employee, an employer 
should secure from each employee a 
completed withholding exemption 
certificate (Form IT-2104). Employ- 
ers are required to allow exemptions 
to each employee on the basis of a 
withholding certificate signed by the 
employee. Since the number of ex- 
emptions for federal and state with- 
holding purposes are generally the 
same, the employer may use the fed- 
eral Form W-4, unless the employee 
elects to file the state form. If an 
employee fails to file either a federal 
or state form, the employer is re- 
quired to withhold tax as if the 
employee had claimed no exemptions. 


“Employer” defined—An employer 


includes: (1) every resident of the 
state; (2) officers and employees of 
the state, municipal corporation or 
political subdivision of the state; (3) 
domestic corporations; (4) an indi- 
vidual, corporation, association or 
partnership maintaining an office or 
place of business or transacting busi- 
ness within the state, and for whom 
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an individual performs or performed 
services as an employee, or any per- 
son having control of or making pay- 
ment of wages. 


The term “employer” includes all 
corporations or associations, even 
those exempt from franchise taxes, 
such as nonstock corporations which 
are organized and operated exclu- 
sively for nonprofit purposes. 


Employer's identification number.— 
Every employer will be identified by 
a state employer identification num- 
ber, which will be the same as the 
federal identification number where 
the employer has been assigned a 
number by the IRS. If an employer 
has not been assigned a number for 
federal purposes, the state income tax 
bureau will assign a number for his 
use. An employer must have only one 
identification number. 


“Employee” defined.—Every _ indi- 
vidual who performs services subject 
to the will and control of an em- 
ployer, both as to what shall be done 
and how it shall be done, is an em- 
ployee for purposes of these taxes. 
It does not matter that the employer 
permits the employee considerable 
discretion and freedom of action. 
Whether the usual relationship of 
employer and employee exists under 
the usual common law rules will be 
determined upon an examination of 
the particular facts of each case. 


Employee's account number.—Every 
employer should copy into his perma- 
nent records the names and social 
security account numbers of his em- 
ployees exactly as they appear on 
their account number cards. This in- 
formation is needed in order to pre- 
pare the State Personal Income Tax 
Withholding Statements (Form IT- 
2102). 


Taxable wages——A\ll types of com- 
pensation, whether paid in cash or in 
other form, except those expressly 
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Law is not the command of a 
sovereign. . . . kaw is the resultant 
of social forces, and the Sovereign 

is the vent through which this 

resultant expresses itself.—Brooks 
Adams, Civilization and the Law. 


excluded under Section 8 of the law, 
are subject to withholding. These ex- 
c'usions are generally similar to the 
exclusions for federal withholding 
purposes. 


Wages generally include all com- 
pensation for personal services, such 
as salaries, fees, bonuses, commis- 
sions, vacation allowances, back pay 
and retroactive wage increases. Wages 
also include the fair market value of 
compensation paid other than in cash, 
such as property, board, lodging or 
maintenance. 


Sick pay.—In reporting wages for 
state income tax purposes, employees 
may exclude payments made directly 
by an employer under a wage con- 
tinuation plan for periods they were 
absent from work on account of per- 
sonal injuries or sickness. This exclu- 
sion is the same as under Circular EF 
for federal income tax purposes. The 
excludable amount may not exceed 
$100 a week. The emp'oyer is not 
required to withhold income tax from 
excludable sick pay. 


Exemptions from withholding.—No 
withholding is required with respect 
to the following: (1) agricultural 
labor as defined in Section 511 of the 
labor law; (2) domestic service in 
private homes, college clubs, frater- 
nities and sororities; (3) members of 
the armed forces of the United States 
in active service; (4) employees of a 
foreign government or international 
organization; (5) ministers and mem- 
bers of religious orders performing 
services as such; (6) newspaper car- 
riers under age 18; (7) newspaper 
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and magazine vendors under specified 
circumstances; (8) service not in the 
course of the employer’s trade or 
business unless the cash remunera- 
tion is $50 or more; and (9) noncash 
payment for services not in the course 
of the employer's trade or business. 


Nonresident employees——The tax 
must be deducted and withheld from 
all wages paid to nonresident employ- 
ees for services performed within the 
state. If a nonresident performs 
services partly within and partly with- 
out the state, only wages for services 
within the state are subject to with- 
holding. This is determined by the 
proportion of the total wages which 
the total number of working days em- 
ployed within the state bears to the 
total number of working days em- 
ployed both within and without the 
state, exclusive of nonworking days. 


With respect to the earnings of 
salesmen, the gross income from com- 
missions earned by a _ nonresident 
traveling salesman, agent or other 
employee for services performed or 
sates made whose compensation de- 
pends directly on the volume of busi- 
ness transacted by him includes that 
proportion of the compensation re- 
ceived which the volume of business 
transacted by such employee within 
New York bears to the total volume 
of business transacted by him within 
and without the state. 


Where a nonresident is a resident 
of any of the following states and is 
therefore entitled to a nonresident 
credit under Section 363 of the tax 
law sufficient to offset all taxes re- 
quired to be withheld on his wages, 
he may file a certificate setting forth 
such facts with his employer, in which 
case the employer need not withhold 
any amount from his wages. The 
states are: Arizona, California, Dela- 
ware, District of Columbia, Iowa, 
Kentucky, Maryland, Minnesota, Mon- 
tana, New Mexico, North Carolina, 
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South Carolina, Vermont, Virginia 
and Wisconsin. 


An employer is required to with- 
hold on all wages paid to a nonresi- 
dent unless there is filed with him 
a certificate (Form IT-2104.1). 


Payroll period—An employee can 
have but one payroll period with re- 
spect to wages paid by any one em- 
ployer. The payroll period is the 
period of service for which the em- 
ployer ordinarily pays wages to an 
employee. If an employee has a regu- 
lar payroll period, the tax should be 
withheld on the basis of that period 
even though the employee does not 
work the full period. In the case of 
an employee who has no payroll 
period, the tax to be withheld must 
be determined as if he were paid on 
a “daily or miscellaneous” payroll 
period. 


Supplemental wage payments.—If 
supplemental wages, such as bonuses, 
commissions or overtime pay, are 
paid at the same time as regular 
wages, the income tax to be withheld 
should be determined as if the aggre- 
gate of the supplemental and regular 
wages were a single wage payment 
for the regular payroll period. If the 
supplemental wages are paid at a dif- 
ferent time, the employer may deter- 
mine the tax to be withheld by 
aggregating the supplemental wages 
either with the regular wages for the 
current payroll period or with the 
regular wages for the last preceding 
payroll period within the same calen- 
dar year. 


If income tax has been withheld 
from the employee’s regular wages 
the employer may withhold from the 
supplemental wages at the appropri- 
ate rate as if no exemptions have been 
claimed. 


Where an employee receives vaca- 
tion pay for the time of a vacation 
absence, the vacation pay is subject 
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The jurists who believe in natural 

law seem to me to be in that naive 
state of mind that accepts what 

has been familiar and accepted by 
them and their neighbors as 
something that must be accepted by 
all men everywhere.—Justice Holmes. 


to withholding as though it were a 
regular wage payment made for the 
payroll period or periods which occur 
during the vacation. 


Quarterly return—payment of tax.— 
Every employer required to withhold 
income tax from wages must make a 
quarterly return on Employers Quar- 
terly Return of New York State Per- 
sonal Income Tax Withheld (Form 
IT-2101). The employer must make 
a return and pay over the tax with- 
held by the last day of the month 
following the close of the calendar 
quarter. For the period April 1 to 
June 30, 1959, returns and payments 
are due July 31, 1959. The return 
must be filed and the tax paid to the 
New York Income Tax Bureau, Al- 
bany, New York. 


In the event of delinquency em- 
ployers may be required to deposit 
all withheld amounts in separate 
accounts in trust for the state tax 
commission, and make payment as 
required by the commission. 


Annual return.—On or before Feb- 
ruary 28 of each year every employer 
must file a Reconciliation of New 
York State Personal Income Tax 
Withheld (Form IT-2103). 


Penalties —Both criminal and civil 
penalties are provided for the willful 
failure to make returns and payments 
of tax, or for willfully filing false or 
fraudulent returns. 


Receipts for employees—Withhold- 
ing statements for a calendar year 


and any corrected statements made in 
such year must be furnished to em- 
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ployees not later than February 15, 
following the close of such year 
(Form IT-2102). An employer may 
use an approved packet containing 
federal and state withholding forms. 


Information return.— Every em- 
ployer or withholding agent must file 
an information return on or before 
February 28 when the amount paid 
to any taxpayer taxable under Article 
16 of the tax law is equal to or more 
than one withholding exemption as 
shown in Table A of the withholding 
tables (Form IT-2102.1). 


Personal income tax withholding ta- 
bles ——There are four methods of de- 
termining the amount of income tax 
to be deducted and withheld from 
wages by the employer. 


(1) Wage-bracket-table method 
(similar to federal Circular E). 


(2) Exact calculation method (sim- 
ilar to computation of tax return). 


(3) Net-taxable-wage-bracket meth- 


od (using only one calculation). 


(4) Single rate method (using one 
percentage repeatedly). 


Each of the tables provides for 
weekly, biweekly, semimonthly, 
monthly and daily payroll periods. 
Tables for other payroll periods may 
be obtained on request. 


These tables apply only to the cal- 
endar year 1959 due to the fact that 
taxes for the whole year must be 
collected in nine months. 


An employer may use any one of 
the four methods, if feasible, for his 
payroll calculation. If none of the 
four is feasible, he may propose a 
method providing for withholding 
substantially comparable to ultimate 
tax liability and apply for permission 
to use it for his payroll. 


Calendar of employer's requirements. 
—If the employee has not filed a fed- 
eral Form W-4 or wishes to claim 
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exemptions other than those claimed 
for federal withholding purposes, ob- 
tain from the employee a completed 
New York State Employee’s With- 
holding Exemption Certificate (Form 
IT-2104). This should be done during 
April, and on or before hiring a new 
employee. 


Withhold the state income tax from 
each wage payment in accordance 
with the employee’s New York State 
Employee’s Withholding Exemption 
Certificate (or federal Form W-4 
where permitted) and the applicable 
withholding rate as shown in the ta- 
bles (Form IT-2100.1). 


On or before July 31, 1959, October 
31, 1959, and January 31, 1960, file 
Employer’s Quarterly Return of Per- 
sonal Income Tax Withheld and pay 
the full amount of the tax withheld 
and due for the previous calendar 
quarter. The return and payment are 
made to the New York State Income 
Tax Bureau, Albany, New York. 
(Form IT-2101). 


On or before February 15, or at 
the end of employment, give each em- 
ployee a withholding statement show- 
ing total wages (including excludable 
sick pay) and the amount of income 
tax withheld (Form IT-2102). 


On or before February 28 of each 
year, an employer must file a Recon- 
ciliation of New York State Personal 
Income Tax Withheld from Wages, 
together with all copies of withhold- 
ing statements furnished for the pre- 
ceding calendar year (Forms IT-2103 
and IT-2102). 


Property taxes.—New Jersey has 
exempted the real and personal prop- 
erty of boy scout and girl scout 
groups. The land exemption is lim- 
ited to five acres. (Chapter 3, ap- 
proved and effective February 3, 
1959.) Maryland has extended the 
exemption of real estate intended for 
future use by a nonprofit hospital or 
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asylum to December 31, 1961. (Chap- 
ter 6, effective June 1, 1959.) 


Insurance company taxes.—./assa- 
chusetts has extended for the years 
1969 and 1961 the 2 per cent gross 
premiums tax on domestic insurance 
companies, other than life, marine or 
fire and marine. (Chapter 31, ap- 
proved and effective February 12, 
1959.) The New Jersey Supreme 
Court has ruled that payments made 
to holders of group or individual an- 
nuity contracts upon death, with- 
drawal, cancellation or termination 
of employment are deductible from 
gross considerations in computing the 
state’s tax on considerations collected 
under annuity contracts. (Prudential 
Insurance Company v. Howell, 4 stc 
{ 250-022 ) 


Inheritance and estate taxes.—The 
20 per cent surtax on property sub- 
ject to a legacy and succession tax 
in Massachusetts has been extended 
through February 28, 1961. (Chapter 
31, approved and effective February 
12, 1959.) 


Gasoline taxes._-New York has im- 
posed an additional tax of two cents 
per gallon on motor fuel and three 
cents per gallon on diesel fuel. 
(Chapter 2, effective March 1, 1959.) 


New York City “nuisance” tax 
proposals.—-Facing an estimated $141 
million deficit for the 1959-1960 fiscal 
year, New York Mayor Robert F. 
Wagner is seeking state legislative 
approval of a wide variety of taxes to 
bolster sagging city revenues. The 
picture at the top of this page shows 
the mayor looking over a list of the 
proposed taxes. Initially, the mayor 
wants authority either to levy a tax 
on off-track betting or to increase the 
sales tax from 3 per cent to 4 per cent. 
Anticipating denial of the off-track 
betting levy, he is also seeking the 
right to increase the tax on restaurant 
meals costing $1 or more from 3 per cent 
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New York City Mayor Robert F. Wagner 
looks over a list of “‘nuisance” 

taxes for which he intends to seek 

state legislative approval. 

Proposals include increases in taxes 

on meals, cigarettes, hotel rooms 

and utilities, and new taxes on bank 
checks, taxi rides 

and vending machines. 


to 4 per cent; to raise the tax per pack 
on cigarettes from one to two cents; to 
increase the utility gross receipts tax 
from 1 per cent to 2 per cent; to levy 
a ten-cent tax on taxicab rides, a two- 
cent tax on each check drawn on New 
York City bank accounts and a vary- 
ing-rate tax on coin-operated vending 
machines; and to increase the tax on 
hotel-room occupancy from 5 per cent 
to 10 per cent. 


Instead of a hike in the sales tax 
rate, a cut has been called for by Ash- 
by E. Bladen, president of the New 
York Board of Trade. He charges 
that the present sales tax rate has 
driven billions of dollars of trade out 
ol the city and that a 1 per cent in- 
crease, while it may help the city gov- 
ernment temporarily, “is not going to 


help New York City.” 
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Lake States 


Income taxes.—Minnesota has en- 
acted, with reciprocal features, a propor- 
tional income tax credit for nonresidents 
who are subject to income taxation 
in their home state. It has also pro- 
vided for an income tax credit for 
residents working in other states to 
which they pay income taxes and 
which do not allow an income tax 
credit. (Chapter 10, effective for tax- 
able years beginning after December 31, 


1957.) 


The program of Michigan Governor 
Mennen Williams to raise sorely 
needed revenue includes a corporate 
profits tax at 5 per cent with a rate of 
7 per cent on financial institutions and 
a personal income tax ranging from 2 
per cent to 6 per cent and having 
withholding features. 


Sales and gross receipts taxes.— 
The Michigan Supreme Court has up- 
held the imposition of the Michigan 
sales tax upon the sale of motor vehi- 
cles by a Detroit dealer to a Michigan 
company that leases the vehicles to 
a Florida rental agency. (Don Mce- 
Cullagh, Inc. v. Department of Revenue, 
4 stc § 250-015.) 


Midwestern States 


Income taxes.—/owa has adopted 
the amendments of the Internal Reve- 
nue Code of 1954 through December 


31, 1958, thus making available to 
lowa taxpayers in filing their 1958 
income tax returns the 20 per cent 
first-year depreciation allowance, the 
three-year net operating loss carry- 
back, the exclusion of casualty and 
theft uninsured property, 
and the option of closely held tax-option 
corporations to have their corporate 
income channeled to the stockholders. 
(S. B. 51, law without approval Feb- 
ruary 2, 1959.) 


losses on 


Motor vehicle taxes.—/owa has re- 
pealed the motor carrier compensa- 
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tion tax. The Iowa reciprocity board 
is given authority to make reciprocity 
agreements exempting nonresidents 
from registration requirements and 
payment of fees. (S. B. 237, effective 
July 4, 1959.) 


Insurance company taxes.—The 
due date for South Dakota’s fire mar- 
shal tax is changed from January 1 to 
March 1. (S. B. 50, effective July 1, 
1959.) The license for qualified sur- 
plus line agents has been reduced to 
$25. (S. B. 38, effective July 1, 1959.) 


Property taxes.— Kansas has changed 
the assessment date for intangibles 
from March | to January 1, with re- 
turns due April 15. An election is 
given to the taxpayer to be taxed at 
the rate of five mills on the dollar on 
money, notes and other evidences of 
debt owned, held or subject to his 
control on the assessment date or to 
pay at the rate of 3 per cent of gross 
earnings. Where the taxpayer makes 
no election, the tax will be assessed 
at 3 per cent of gross earnings. (H. B. 
21, effective March 12, 1959.) 

Nebraska has also moved its assess- 
ment date up to January 1 for capital 
stock owned by banks, industrial loan 
and investment companies and trust 
companies; for intangible property; 
and for personal property, except 
motor vehicles, grain and seed. (L. B. 
48, approved February 26, 1959.) Cor- 
porate franchises need no longer be 
listed in Nebraska for tax purposes; 
listing of all personal property is re- 
quired. (L. B. 68, approved and effec- 
tive February 26, 1959.) 

North Dakota will require billboard 
owners to report their true value by 
March 15 for personal property tax 
action. (H. B. 808, approved March 
9, 1959.) South Dakota has provided 
that migratory livestock may be taxed 
as personal property for the propor- 
tionate time they are kept in the state 
for ranging or grazing. (H. B. 783, 
approved March 5, 1959.) 
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Among this month's rev’z~: 


of books of interest to tax 


men are Tax Avoidance vs. Tax Evasion; 53 New Plans for 
Saving Estate and Gift Taxes; Montgomery's Federal Taxes; 
School Needs in the Decade Ahead; Israel Income Tax Law. 


Taxpayer Ingenuity 
v. IRS Ingenuity 

Tax Avoidance vs. Tax Evasion. 
Sydney A. Gutkin and David Beck. 
The Ronald Press Company, 15 East 
26th Street, New York 10, New York. 
1958. 220 pages. $10. 


The members of a writing team 
well known to the readers of TAXEs 
have combined their talents in the 
preparation of this book. 


It was established many years ago 
—in U. S. v. Isham—that there was 
a legal difference between tax avoid- 
ance and tax evasion. Tax evasion is 
culpable, while tax avoidance is not 
considered a violation of the letter of 
the law—although there are many 
who feel as President Roosevelt did 
when he said: “All [efforts at avoid- 
ance] are alike in that they are definitely 
contrary to the spirit of the law.” 


More recently, the provisions of the 
1954 Code changed the crime of will- 
fully attempting to evade or defeat 
any tax from a misdemeanor to a 
felony; and between Roosevelt and 
the 1954 Code numerous changes have 
been made in the law to cope with 
evasion and avoidance. These changes 
and the taxpayer techniques are a part 
of the “problem” set up for discussion 
in this book. 


The authors explain that the cases 
involving tax avoidance undercut the 
entire structure of our revenue law 
and that the techniques used are as 
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varied as the cases themselves. For 
these reasons they found it necessary 
to use a high degree of selectivity in 
the choice of both the classification 
of techniques and the number of cases 
considered under each classification. 
Cases in which the taxpayer has been 
successful, as well as those in which 
he has been unsuccessful, in his use 
of the technique under consideration 
have been reviewed. 


The situations and cases are grouped 
as follows: anticipatory assignments 
of income (subdivided into general 
rule; insurance renewal and other 
commissions ; dividends ; beneficial in- 
terests in trust; royalties from inven- 
tions, patents, copyrights and leases; 
oil payments ; and rents) ; family part- 
nerships; gift or sale and lease-back ; 
assignments to stockholders to avoid 
gain to corporation ; “thin” incorpora- 
tions ; converting ordinary income into 
capital gain (by anticipating redemption 
of stocks; sale to new corporation; 
sale of lease; sale of life estate in 
trust; sale of personal service con- 
tracts or stock of personal service cor- 
poration; sale of partnership interest ; 
receipt of contracts or rights of un- 
ascertainable value in connection with 
a sale; and sale in lieu of license) ; 
reorganizations; and multiple entities. 

This book is a part of the Tax 
Practitioners’ Library series and fol- 
lows the format of other books in the 
series: A problem is stated, and then 
the cases interpretative of the problem 
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follow in two columns, one containing 
the facts and the other the findings. 


Estate and Gift Taxes 


53 New Plans for Saving Estate and 
Gift Taxes. J. K. Lasser Tax Institute. 
American Research Council, 2 East 
Avenue, Larchmont, New York. 1958. 
230 pages. $5.95. 


“Estate and gift tax planning has 
become increasingly important. Earn- 
ings are larger, but income taxes make 
it difficult for sons to duplicate the 
income producing capital of their 
fathers.” How true! 


This book is written for the layman 
and presents 53 ideas, some of which 
are savings bank trusts, separate trusts, 
maximum benefits from the marital 
deductions, the simultaneous death 
clauses, advantages of charitable 
foundations, and community property. 


Hard-Bound Giant 


Montgomery's Federal Taxes. Edited 
by Philip Bardes; James J. Mahon, 
Jr.; John McCullough; and Mark E. 


Richardson. The Ronald Press Com- 
pany, 15 East 26th Street, New York 
10, New York. Thirty-seventh edi- 
tion, 1958. 1,400 pages. $25. 

Montgomery's contains the work of 
some of the best accounting and tax 
minds in the country. It is a compila- 
tion of thousands of years of tax 
experience in 1,400 pages. 

The latest edition is devoted for the 
most part to income taxes. There are 
two other sections, one dealing with 
estate and gift taxes and planning and 
the other dealing with administration 
—that is, the payment and refund of 
taxes. Montgomery's treats income 
taxes first under the section which 
poses income and deductions in ap- 
position. Then there follows a section 
on tax accounting treating with basis 
and with accounting periods and 


Books 


methods. The next section is entitled 
“Transactions Specially Treated.” In 
here are grouped discussions of capital 
gains, patents, corporate reorganiza- 
tions and other such specially treated 
taxable events. The last division of 
income taxes deals with the deter- 
mination of taxable income grouped 
as to the taxpayer’s status—corpora- 
tions, partnerships, individuals, and 
estates and trusts. 


Although this book came off the 
press late last year, it contains data 
on the Technical Amendments Act of 
1958 (inserted where pertinent). Of 
all the hard-bound books on federal 
taxation, this one is the giant in size, 
in scope and in authoritativeness. 


School Finances 


School Needs in the Decade Ahead. 
Roger A. Freeman. The Institute for 
Social Science Research, 917 15th 
Street, N. W., Washington 5, D. C. 
1958. 273 pages. $5. 

Public school costs will at least 
double by 1970 and require major tax 
boosts if past and present expenditure 
trends continue. This is the conclu- 
sion reached by Roger A. Freeman in 
the first volume of a study project on 
the financing of public schools con- 
ducted by the Institute for Social 
Science Research. 

Mr. Freeman estimates that a dou- 
bling of school expenditures would call 
for tax increases of approximately this 
magnitude: an additional 3 per cent 
retail sales tax, an additional state 
personal and corporation income tax 
of about twice the present average 
severity, a two-thirds boost in prop- 
erty taxes or a 20 per cent increase in 
the basic rate of the federal personal 
income tax. 

Education ranks second to national 
defense in government expenditure, 
notes the author, and he declares that 
it has grown faster than any other 
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public services or personal consump- 
tion. Public school enrollment, how- 
ever, has increased at a lesser rate 
than the population of the United 
States since 1900. “Between 1940 and 
1956 nonpublic schools grew four 
times faster than the public schools,” 
Mr. Freeman claims. 

He points out that United States 
education is better supported financially 
than education in other countries, in- 
cluding the Soviet Union. Expendi- 
tures, amounting to 5.75 per cent in 
1958, totaled $20.4 billion. 


Despite assertions of a large and 
still-growing teacher shortage, Mr. 
Freeman demonstrated that the schools 
have added proportionately more 
teachers than. pupils. He estimates 
that the supply of qualified teachers 
in the 1960's will be adequate. 

Building construction costs have 
risen steeply because building space 
allowances per pupil have increased 
50 to 100 per cent over the past 20 to 
30 years, points out Mr. Freeman in 
one of 24 tables and charts in the book. 


Taxes in Israel 


Israel Income Tax Law. Israel Busi- 
ness Books Ltd., P. O. B. 1313, 37, 
Harbour Street, Haifa, Israel. 1958. 

Business Diary Tariffs and Fees is 
a collection of Israel laws and regula- 
tions, issued from time to time in 
booklets. The latest, /srael Income 
Tax Law, has just been published and 
contains the following: a summary of 
personal reliefs and tax credits; the 
up-to-date, complete Income Tax Law; 
the Additional Depreciation of Busi- 
ness Assets Law, 1958; the Encour- 
agement of Investments Law (income 
tax provisions only); the Encourage- 
ment of Savings Law; Deductions 
from Salaries Regulations; and De- 
ductions from Daily Wages Regula- 
tions. The text is in English. 
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The Encouragement of Investments 
Law provides a deduction for deprecia- 
tion on new buildings and new 
machinery used by an “approved enter- 
prise.” The rate of depreciation for 
this type is 200 per cent of the regu- 
lar rate of depreciation for the first 
five years of use. 

Another item of interest is that, ap- 
parently, there is a cost-of-living al- 
lowance deductible from the tax. 


Mutual Funds 


Mutual Funds and How to Use 
Them. William J. Casey. Institute 
for Business Planning, Inc., 2 West 
13th Street, New York, New York. 
1958. 215 pages. 

While we have always had mutual 
funds as a medium of investment, 
they have become much more attrac- 
tive in these high tax days. In its 
37 chapters this book examines mutual 
funds and sets up varieties of ways 
in which they can be used to build 
estates—from “how to use mutual 
funds in family planning” to “how 
employers can guarantee an employee 
estate.” 
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THE SELF-EMPLOYED INDIVIDUALS’ RETIREMENT BILL OF 1959— 
Continued from page 326 


not be applicable where the total 
amount borrowed, or applied for bene- 
fits other than restricted retirement 
benefits, “does not exceed the cash sur- 
render value at the time the policy (or 
a predecessor policy) became a re- 
stricted retirement policy.” 

If the insured had assigned, or 
agreed to assign, any portion of the 
value of the policy, the entire cash- 
surrender value of the policy at that 
time would be treated as an amount 
received under the policy, and taxed 
accordingly. 

If the insured had died prior to the 
age of 70%, the entire cash-surrender 
value of a restricted retirement policy 
on his life would be treated as an 
amount received under the policy, and 
taxed accordingly. Exception, how- 
ever, would be made for that portion 
of the cash value of the policy “ap- 
plied to provide an immediate annuity 
for his surviving spouse which will be 
payable for her life (or for a term 
certain not extending beyond her life 


expectancy ) 

If an amount was to be taxable as 
“received” (under prior definitions) 
prior to the age of 64%, the increase 
in tax for the year in which the amount 
was received would not be less than 
110 per cent of the aggregate increase 
in taxes for that year and the four 
immediately preceding years, which 
would have resulted if such amount 
had been included ratably over those 
five years. If the self-employed per- 
son had been allowed deductions un- 
der Section 217 for a number of years 
less than four, then that lesser num- 
ber, rather than four preceding years, 
must be used. 

Where a self-employed individual 
would receive his entire interest un- 
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der all of his restricted retirement 
funds and policies within one taxable 
year after attaining the age of 64% 
and had been allowed deductions un- 
der Section 217 for retirement de- 
posits for five or more prior tax years 
(whether or not they were consecu- 
tive) and no one had ever “received 
any amount under any of his re- 
stricted retirement funds or policies 
(other than dividends on such poli- 
cies)”’ and 1f he died and the amount 
was paid to his estate or some other 
beneficiary, the tax would be limited 
to five times the increase in tax which 
would have resulted from including 
in the gross income of the recipient 
one fifth of such distribution. 

The bill would provide for a mini- 
mum tax on withdrawals, imposed as 
if the only income reportable for the 
taxable year was the withdrawal in 
question, and his only deduction was 
his personal exemption. 


The retirement income credit would 
not be allowed with respect to amounts 
received from a restricted retirement 
fund or policy, nor would any of the 
other credits under Part IV of Sub- 
chapter A (except Section 31, which 
allows a credit for tax withheld on 
wages). 


Conclusions 


At this writing, the bill has been 
passed by the House of Representa- 
tives, and optimism is running high 
that the Senate will follow suit. Al- 
though the bill does not completely 
eliminate the inequities existing be- 
tween self-employed persons and those 
employees who participate in quali- 
fied plans, it is a major breakthrough. 
Will it be responsible for the revenue 
loss predicted by the Treasury? Will it 
be as effective as it might appear? 
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As an individual who undertakes 
to live by borrowing 

soon finds his original means 
devoured by interest, and 

next, no one left to 

borrow from, so it must 

be with a government.— 
Abraham Lincoln, in 1843. 


Perhaps the experience with similar 
legislation in Canada would be a 
guide. In April of 1957, the self- 
pension legislation was enacted in 
Canada, substantially patterned after 
bills sponsored by Representative 
Keogh. It is interesting to note that, 
while this legislation had been eagerly 
awaited, nowhere near the eligible 
number of taxpayers availed them- 
selves of its provisions. This may 
have resulted from a lack of education 
on the part of self-employed persons, 
who did not know how or where to 


make retirement deposits and from 
the fact that insufficient savings were 
available for these purposes. The 
finance minister estimated the prob- 
able loss of revenue, due to this bill, 
to be $0 million. Actually, it resulted 
in a $7 million loss. It is reasonable 
to assume that, to some extent, simi- 
lar experience would result in this 
country if the present legislation were 
enacted, and that the loss of revenue 
would probably be substantially less 
than the Treasury’s present estimate 
of $360 million the first year. If this 
bill were enacted, it would, at best, 
be the proverbial “half loaf,” and it 
is to be hoped that eventually the 
position of self-employed persons, as 
well as employees not participating 
in qualified plans, will be made com- 
parable to the favored treatment af- 
forded under Section 401 of the In- 
ternal Revenue Code. [The End] 
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priority, the workman will have to 
share with the welfare plan, thus 
reducing his own recovery.”—U. S. v. 
Embassy Restaurant, Inc. et al., 59-1 
ustc J 9297. 


ERE’S ONE about hybrid ac- 

counting: A taxpayer kept his 
books on the accrual basis, but some- 
how it always deducted its state and 
local taxes when they were paid. The 
taxpayer changed accountants. The 
new accountant pointed out that taxes 
should be deducted on the accrual 
basis, also—but this gave them a dou- 
ble deduction in one year. He con- 
tended that the system of accounting 
which the taxpayer employed for 
many years in treating these two local 
taxes as deductible in the years of 
payment rather than in the years of 
their accrual, while it at the same time 
treated all its income and all its other 
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liabilities on an accrual basis, was 
“hybrid.” When all its income and 
expenses (including the local taxes) 
were accounted for and returned on 
an accrual basis, this effected a 
“change in method of accounting” 
within the meaning of Section 481 of 
the 1954 Code. “Such contention is 
without merit,” says the Tax Court.— 
Alta Cooperative Elevator, CCH Dec. 
23,468(M), 18 TCM 160. 


IQUOR DEALERS made certain 

expenditures to influence voters to 
cast their ballots against a proposed 
prohibition amendment. The expendi- 
tures were not deductible for income 
tax purposes, said the United States 
Supreme Court. The Court upheld 
the regulations which disallow deduc- 
tions of amounts expended to influ- 
ence legislation, saying that this 
applies to publicity directed to the 
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general public as well as to lobbying 
expenses.—Cammarano v. U. S., 59-1 
uste | 9262 (F. Strauss & Son, Inc. v. 
Commissioner, combined by the Court). 


Mr. Justice Douglas added: “To hold 
that this item of expense must be al- 
lowed as a deduction would be to give 
impetus to the view .. . that First 
Amendment rights must be protected 
by tax exemptions.” 


Identical bills have been introduced 
in the House by three members of the 
tax-law writing Committee on Ways 
and Means — Congressmen Forand, 
King and Karsten—which would nul- 
lify the effect of the Supreme Court’s 
decision in the Cammarano case. The 
bills—H. R. 5193, H. R. 5251 and H. R. 
5579—would add a new paragraph (4) 
to 1954 Code Section 162(a) to provide 
that any expenditure which otherwise 
qualifies as an ordinary and necessary 
business expense under Section 162(a) 
shall not be disallowed because it was 
incurred in opposing or advocating 
measures duly submitted to an elec- 
torate upon any issue affecting the 
business of the taxpayer. 


How to Be a Tax Man 


A written examination for special 
enrollment to practice as a taxpayer’s 
agent before the Treasury (IRS) will 
be held throughout the United States 
on June 24 and 25, 1959, in the offices 
of the district directors of internal 
revenue. This examination is open to 
persons who are not attorneys or 
certified public accountants. 


The examination will cover the fed- 
eral income tax law and regulations, 
and their applications to individuals, 
partnerships, estates and corporations. 
Applicants should also have a knowl- 
edge of tax accounting and of ad- 
ministrative procedure sections of the 
Internal Revenue Code, such as filing 
requirements, administrative and judi- 
cial precedents, and ethical principles. 
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Application Form No. 23 may be 
obtained from the Treasury Depart- 
ment, Office of the Director of Prac- 
tice, Washington 25, D. C., or from 
the offices of the district directors. 
Applications must be filed with the 
Director of Practice on or before May 
1, 1959, and must be accompanied by 
an examination fee of $25, which is 
not refundable whether or not the 
applicant qualifies for enrollment. 


Congress Asked to Legislate 
on Federal Tax Lien Priority 


Viewing with alarm the kid-glove 
treatment accorded the federal tax 
lien by the Supreme Court and other 
courts, the American Bar Association 
approved a number of proposed legis- 
lative revisions of the law at its Mid- 
year Meeting in Chicago on February 
23. Congress is called upon to pro- 
vide nationally uniform selective rules 
which protect the legitimate interests 
of those third parties it found to have 
an equity superior to the federal tax 
lien. 


In the view of the bar association, 
court treatment of the federal tax lien 
has made it so that no contractual or 
statutory lien is safe against even 
after-arising federal tax liens unless 
the competing lien is “choate,” that 
is, unless its amount is fixed beyond 
controversy (usually by judgment) 
and the property subject to the lien 
is positively identified. If judgment 
of foreclosure has not been obtained 
on a mechanic’s lien after the work 
is completed and the lien duly filed, 
the lien is deemed “inchoate” by the 
courts and vulnerable to subsequent 
federal tax liens. Mortgagees and 
pledgees, who enjoy express protec- 
tion against after-filed federal tax 
liens, must also pass the choateness 
test. The courts, thus, have held an 
assignment to indemnify a surety 
against loss on a bonded contract to 
be defeated by a later federal lien, 
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because the loss on the contract had 
not yet been incurred (even though 
the surety was firmly bound to incur 
any loss there might be). Attorneys’ 
liens, landlords’ liens, statutory ven- 
dors’ liens, warehousemen’s liens, at- 
tachment and garnishment liens and 
the interest of a contract purchaser 
have been accorded similar treatment. 

The ABA proposals seek Congres- 
sional protection of the priority of 
those who take security for obliga- 
tory or necessary future advances and, 
also, those making arrangements for 
voluntary future advances, so that 
they need not search for federal tax 
liens before each advance, Such pro- 
tection, however, would be conditioned 
upon the lender giving notice of the 
arrangement to the district director, 
so that the district director could 
provide notice of the filing of a federal 
tax lien to the lender without making 
a title search to locate him. 


Correcting a situation that is pres- 
ently doubtful, the priority of a mort- 
gage covering after-acquired property 
would be protected. As against the 
federal tax lien, its priority would be 
“frozen” as of the time the federal 
tax lien is filed, except with respect 
to property which was produced or 
acquired by means of the loan, or 
which becomes an integral part of 
the mortgaged property, or which is 
substituted for such property. 


Protection would be afforded me- 
chanics’ liens on realty against fed- 
eral tax liens filed after the time the 
mechanic takes priority under state 
law. A mechanic lienor’s claim on 
the contract proceeds, a fund he cre- 
ated, would be preferred even over 
pre-existing federal tax liens against 
the contractor. His claims, however, 
would be subordinate to withholding 
taxes arising out of the very job. 

Even pre-existing federal tax liens 
would be subordinate to attorneys’ 
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We are taking a public opinion 
poll. Tell me, sir, which 
five taxes do you like the best? 


liens on causes of action and statu- 
tory liens of a hospital or doctor on 
the recovery for personal injury or 
death. 


Purchasers now enjoy protection 
against subsequently filed federal tax 
liens. This protection would be ex- 
tended to contract purchasers, op- 
tionees and lessees. 


Landlords’ liens would be protected. 
The protection would be limited, how- 
ever, to the amount of rent accruing 
before or within three months after 
the federal tax lien was filed (one 
year in the case of farm leases). 


The ABA proposals would apply 
a “single standard” to federal, state 
and local taxes, dating their relative 
priority from the time when they are 
assessed and become liens, but not 
permitting “relation back” to an earlier 


date. 


Real property taxes and special as- 
sessments would be granted a “super- 
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priority” such as they enjoy over 
existing encumbrances under most 
state laws. 


The proposals would provide relief 
for statutory and equitable vendors’ 
liens, carriers’ liens, warehousemen’s 
liens, liens for work on_ personal 
property, and a number of others. 
However, attachment and garnish- 
ment creditors would not be protected 
against federal liens arising before 
they get judgment, since they are not 
viewed as “reliance” creditors. 


Also subject to relief proposals are 
the special liens for federal estate and 
gift taxes, which rise upon death or 
the making of a gift, without need 
for any public filing. 


A 160-year-old law gives the federal 
government absolute priority (even 
over most, if not all, prior liens) in 
insolvency receiverships, assignments 
for creditors and insolvent decedents’ 
estates. The ABA would bring the 
rules more in line with the Bank- 


ruptcy Act, with lien priorities pre- 
served and with special protection for 
wage claims and certain others. 


Taxpayers’ debtors have also found 
the federal tax lien upsetting to nor- 
mal commercial relationships. It is 
proposed to confirm the rule that a 
bank or other debtor is not bound to 
search for federal tax liens before 
making payments and to provide that 
(in the absence of a levy) payments 
may be made to the taxpayer even 
with knowledge of the lien, unless 
defeat of the collection of the tax is 
intended. A levy would be held to 
have no continuing effect and to not 
oblige a bank to remain alert indefi- 
nitely for subsequent deposits by the 
taxpayer. 

Validity against a tax levy of a 
debtor’s right of set-off, which he 
might have asserted if sued by the 
taxpayer, would be established. De- 
fenses, such as the statute of limi- 


Tax-Wise News 


tations, which would have been good 
against the taxpayer on the date of 
the levy, would be recognized against 
the tax lien. Mere failure of the dis- 
trict director to produce a document, 
such as note, contract, receipt or pass- 
book, however, would not be a de- 
fense if the claim is otherwise proved ; 
instead, the government would indem- 
nify the debtor against liability to 
persons who may acquire and claim 
under the document. 


Numerous other procedural changes 
are proposed. Those who are inter- 
ested may obtain the 139-page report 
setting out the problems under pres- 
ent law, the draft legislation and the 
technical explanation of the proposals 
at the printing cost of $1 from the 
American Bar Association, 1155 East 
Sixtieth Street, Chicago, Illinois. 


Federal Tax Forum Hears 
IRS Audit Policy 

Clarence I. Fox, Jr., New York 
Regional Commissioner of Internal 
Revenue and guest of honor at the 
Nineteenth Annual Dinner of the Fed- 
eral Tax Forum, discussed the policy 
of the IRS in auditing tax returns. 
Under the general direction of Paul D. 
Seghers, president, the dinner meeting 
was arranged by a committee consist- 
ing of Chester M. Edelmann, chair- 
man, Martin M. Lore, Leon M. Plasterer 
and Edward S. Short. 


Presupposing the questions in his 
listeners’ minds as to what directs the 
Service’s attention to a particular re- 
turn and if or when the Service will 
get around to them, individually, Mr. 
Fox outlined Service procedure. 


He pointed out that few returns 
taking the standard deduction are 
audited, and that these comprise about 
64 per cent of all returns. Remaining 
returns are screened by a classifica- 
tion panel of trained and experienced 
agents. Excluding the simpler re- 
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turns, of those remaining, an audit 
is conducted on about one in ten that 
could contain an error. The higher 
the income tax bracket of the tax- 
payer, the greater the chance of an 
audit being conducted. 


Reflecting the feelings of taxpayers, 
the regional commissioner stated that 
the audit of one return in ten does not 
permit taxpayer complacency about 
dubious items, since he never can be 
sure whether his return will be called 
up for audit. “We may audit one 
taxpayer for 3 or 4 years in a row, 
skip him for several years and then 
suddenly audit his return again,” Mr. 
Fox stated. 

Correcting some popular miscon- 
ceptions, he said that not just every 
tenth return filed is taken, nor are 
just all the “A’s” taken one year, all 
the “B’s” the next, and so forth. 

“Returns selected for investigation 
may be picked because of the type of 
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income, the type of business or oc- 
cupation, the size of income, or by 
type of error,’ reported Mr. Fox. 
“Automatically” selected for audit 
every year are certain types of re- 
turns, for example, personal service 
or business returns reporting adjusted 
gross income above certain designated 
levels. Other factors influencing selec- 
tion for audit, according to Mr. Fox, 
include. substantial income reported 
from sources not subject to withhold- 
ing, income from professions or busi- 
nesses which deal largely in cash, returns 
from enterprises that local experience 
has demonstrated to contain a high 
error factor and returns having un- 
usual dependency exemption claims 
or proportionately large deductions. 


Typifying the above as the “more 
or less obvious standards of selec- 
tion,” Mr. Fox said that his region 
may branch out in a varying pattern 
from year to year into selected areas, 
so that a particular business or pro- 
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Tell me what business needs the most travel and entertaining. 
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fession may receive special attention 
one year and another the next. 


He revealed that his regional audit 
program has been paying particular 
attention in recent years to “matters 
of unreimbursed business expenses of 
salesmen or executives and the ques- 
tion of blanket expense allowances by 
employers which create problems of 
actual verifiable expenses paid by the 
recipient as against unexpended amounts 
constituting income to him.” 


Attention is being given by the 
Service to the possibilities of utilizing 
electronic devices in connection with 
the selection of returns for audit, the 
regional commissioner stated, the desire 
being to analyze the tax returns of en- 
tire industries or occupations, con- 
sidering each as a separate audit unit, 
with the aim of providing an accurate 
and economical identification of cate- 
gories of returns most likely to be in 
error. 


ECONOMIC ASPECTS OF INTERSTATE APPORTIONMENT OF 
BUSINESS INCOME—Continued from page 328 


others.? Legal, accounting, and busi- 
ness-operating considerations are all 
important in deciding on a formula. 
Underlying economic reality is also 
important. The closer a formula 
comes to representing the basic eco- 
nomic facts, the better the results. 
But “better” in what sense? The 
formula will be better in the sense 
that tax will then attach to what cre- 
ates income rather than to some sub- 
sidiary, arbitrary, incidental, or 
artificial factor. Moreover, the 
amount of tax will be closely related 
to the amount of income generated 
by what occasions the tax. The tax 
will then have least tendency to in- 
duce sacrifice of efficiency, to cause 
modification of business methods in 
ways which are designed to save tax 
rather than to enhance productivity. 
Moreover, I suppose that the tax is 
then “fair,” though I am not anxious 
to enter the argument on what is fair, 
especially when we know so little 
about who ultimately pays this tax. 


The purpose of apportionment is 
to determine, for tax purposes, in 
which states income arises, and how 
much in each. Yet any state is now 


?T am not qualified to judge the work of 
the National Conference of Commissioners 
on Uniform State Laws as regards the great 
majority of the provisions in its model stat- 


Interstate Apportionment 


permitted by the Court to decree that 
some condition which does not really 
create income shall be assumed for 
tax purposes to be the source of in- 
come, or that the weight assigned a 
factor may have no true relation to 
its relative importance. Many states, 
deliberately or unwittingly, do just 
that. With what result? The direc- 
tion or tendency of the results must 
be clear, but no one knows the magni- 
tudes involved. The rational business 
manager will try to avoid whatever 
brings no income but which does 
bring tax liability; he will wisely 
shift activity from one form or place 
to another if by doing so the loss of 
net receipts (or the extra expense) is 
less than the saving in tax. There is 
a strong reason to believe that such 
shifts will involve the of real 
income through movement to poorer 
allocation of productive resources. 
3usiness and the economy suffer a 
little, and what they lose in this way 
is in addition to the tax, which is all 
that state treasuries can ever gain. 


loss 


In our economy such losses can 
hardly be large in relation to national 
income. Yet whatever their size, they 





ute. However, the proposal is subject to 
the basic defect of most formulas which I 
discuss below. 
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are too great because they are to a 
considerable extent avoidable. They 
will grow as states try to broaden the 
scope of their taxes. Therefore, it is 
now unusually important to work 
for a formula which taxes income 
where it really arises, as nearly as 
economic principle can indicate. 
Although economic analysis may 
not be as helpful as we should like, it 
does reveal, I believe, that one serious 
defect of most of today’s formulas is 
use of the receipts (sales) factor. 
This has littlhe—or no—economic jus- 
tification, and analysis leads to a con- 


clusion sharply at variance with 
established practice. 
What produces income? Human 


effort produces income and so does 
property—buildings, land, equipment, 
inventory. Selling (purchasing), how- 
ever, does not produce income except 
as human effort and property yield 
services. Selling, of course, is part 
of the income-creating process. Its 
addition to the whole, however, is 
represented by the remuneration of 
the human and material resources 
that perform the selling function. 
The dollar volume of sales in itself 
has no bearing on the result.’ If 
assigned an _ independ- 
ent importance in apportioning in- 
come, the resulting division of the 
whole will not reflect accurately the 
economic origin of income. Among 
the results will be the inducement to 
arbitrary, complex, and wasteful 
manipulation of sales arrangements. 
Details having virtually no economic 
significance—the location in which 
certain words are said or certain no- 
tations made on paper, actions which 
could take place almost as well (or 
better) at any of many other places- 

make a significant difference in tax. 
An accurate formula will assign triv- 


sales are 


ial importance to what is trivial and 
great weight to what is great. As a 
source of net income the location of 
sale in itself is more nearly trivial 
than weighty. 

In what seems so often-to be a 
buyer’s market, in an economy in 
which so much effort goes into sell- 
ing, it is understandable that the loca- 
tion of sales may seem to be important 
as a source of income. Without the 
buyer there would be no income! But 
in free markets buyer and seller pre- 
sumably benefit mutually. The buyer 
gets value for what he pays; he does 
the seller no special favor. The buyer 
uses his income. He does not create 
income for the seller. The business 
making the sale created the value, for 
which it got paid; the payment may 
have contained some income above 
expenses. This income is properly the 
basis for a tax on net income. Appor- 
tionment seeks to find where the value 
was created so that it may be taxed 
there. 


Labor and Property 
as Sources of Income 


What, then, creates business net 
income? Human and material re- 
sources create income. Usually they 
work in cooperation. What basis ex- 
ists for separating the whole to find 
how much each has contributed? The 
logical answer is that each has cre- 
ated an amount equal to what it is 
paid, which, in the case of property, 
may be negative. Economists ordi- 
narily associate net profit, which is 
presumably what the states seek to 
tax, with the return to equity capital. 
If this is correct, property should 
have overwhelming weight in alloca- 
tion formulas. Other things the same, 
more of a firm’s profit arises where 





*A large sale may end in a loss, a small 
one in a profit. Some businesses, such as 
brokerages, may sell on extremely small mar- 
gins. Other firms have markups many times 
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as high. There are methods of taxing sales, 
of course, but the net income tax is not one 
of them. 


TAXES —The Tax Magazine 





the ratio of equity capital to labor is 
high than where the firm uses rela- 
tively little equity capital per worker. 
Thus it would be interstate distribu- 
tion of equity capital that should 
determine the apportionment of net 
income for taxation. But no such in- 
formation is available. 

An assumption more in accordance 
with tradition is that property and 
labor contribute to net income in pro- 
portion to what the firm pays for 
them. That is, more of a firm’s in- 
come arises in the state in which pay- 
rolls are large rather than small, and 
in direct proportion to the amounts 
paid for labor services. Property, too, 
is assumed to contribute in direct 
proportion to the amount in each 
state. While the assumption is hardly 
consistent with the theory I teach, 
I can accept it for purposes of alloca- 
tion under conditions in this country 
today. (There are exceptions, of 
course, such as cases in which sep- 
arate accounting is in fact feasible.) 
The problem then arises of determin- 
ing how much is spent for labor and 


how much for the services of prop- 
erty, in total and in each state. 


Payroll data can be made available 
on a state-by-state basis, not per- 
fectly and not without difficulty but 
satisfactorily. However, the figures 
for annual “spending” on the services 
of property do not exist in any form 
that is usable for the purposes at 
hand. In fact, much of the “pay- 
ment,” other than rent and interest, 
takes the form of profit, and we cer- 
tainly do not know the profit in each 
state—that is what we seek to deter- 
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mine. Fortunately, there is an alter- 
native. Capital values are available, 
although the figures have grave de- 
fects. Yet if numerator and denom- 
inator for a fraction utilize data 
compiled on the same basis—or if 
percentages are used—the result will 
be tolerably satisfactory. (Some ad- 
justments are desirable, of course. I 
see no reason in principle to restrict 
the computation to tangible property, 
and I am inclined to favor capitaliza- 
tion of rents. However, these prob- 
lems require separate discussion.) In 
fact, the data are often very poor and 
seldom subject to effective scrutiny 
by state administrators. It is partly 
for this reason that continued use of 
payrolls in the formula seems to me 
better than trying to rely upon prop 
erty (or equity capital) alone. 

One problem of principle remains— 
the weirhting of elements in the for- 
mula. No clear guide is evident. For 
the economy as a whole, labor pro- 
duces about four times as much as 
property. Yet there is no reason to 
believe that labor produces even as 
much net income—the 
tax base we seek to apportion—as 
property produces. Strictly speaking, 
pavrolls probably tend to equal the 
value of labor so that any net income 
should be attributed to the capital 
with which laborers work. Yet for 
apnortionment, equal weighting cf 
the payroll and property factors will 
probably give results which are rea- 
sonably close to the underlying eco- 
nomic reality. I venture this rather 
arbitrary figure partly with the hone 
of inviting discussion. [The End] 


of business 


The Commissioner’s schedule of “taxable gross weights” 
is not arbitrary, invalid or unconstitutional. These issues were 
raised in a recent case where a trucker sought a refund because 
its trucks carried less than the assigned taxable gross weight. 
The refund was denied.—Atlas Transportation Company v. 


U. S., 59-1 uste J 15,216. 
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WASHINGTON TAX TALK 


Important topics: revision of Subchapters C and K, Du Pont's 
General Motors stock and a new look at depletion of minerals. 


ONGRESS INTENDS TO REVISE Subchapter C on corporate 

distributions and adjustments and to revise Subchapter K on 

partners and partnerships. Representative Mills has introduced H. R. 
4459 to amend Subchapter C, and here’s what it would do: 


Regarding distributions of property and distributions of redemp- 
tion of stock, the proposed law would amend Code Sections 301(b) 
and 301(b)(1), thereby adopting the rule that the determination of 
whether or not a distribution is essentially equivalent to a dividend 
shall be made without regard to earnings at the time of distributions. 

Code Section 302(b) would be amended regarding capital gain 
treatment and Code Section 302(c)(1) and (2) would be amended. 
. . . A new subsection (e) would be added to Section 302 regarding 
the basis of redeemed shares. 


Code Section 303 would be amended regarding distributions and 
redemption of stock to pay death taxes, and Code Sections 304 and 
304(b)(2) amended regarding the redemption in brother-sister cor- 
porations. 


This new Mills bill would add a subparagraph (3) to Section 
305(b) regarding distribution of stock and stock rights. The disposi- 
tion of Section 306 stock would be clarified by an amendment to Sec- 
tion 306(a) (1) and 306(c). 


Section 307(b) regarding the zero basis of stock and stock rights 
acquired in distributions would be limited. A change proposed in 
Section 311 would add a new subsection (d) requiring inventory 
adjustment because of a corporate distribution. A clarifying addition 
to Section 317 would define corporate obligations evidencing loans from 
stockholders. The new law would change Section 318 regarding con- 
structive ownership of stock to bring in grandparents, divorced 
spouses and others. 


The new law would amend Section 331 regarding gain or loss to 
shareholders in corporate liquidations, and would repeal Section 333. 
Section 332(b)(1) would be amended and Section 332(c) would pro- 
vide for nonrecognition of gain or loss, These deal with complete 
liquidations of subsidiaries. 
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The basis of property received in 
liquidation or certain redemptions 
would be clarified and adjusted by an 
amendment to Section 334, a new Sec- 
tion 334(b)(5) and an amendment to 
Section 334(b)(c)(C). Nonrecognition 
of gain or loss on sales or exchanges 
would be extended to involuntary con- 
versions by an amendment to Section 


337. 


The new bill would repeal the pres- 
ent Section 341 on collapsible corpo- 
rations and substitute a new Section 
343 which would rely on objective 
tests, not intention. It is hoped that 
an amendment to Section 346 will 
clarify the tests regarding partial 
liquidations. 


In transfers to corporations con- 
trolled by the transferor, a clarifying 
amendment to Section 351(a) is needed 
and intended. 

Where corporations distribute stock 
in other corporations in a reorganiza- 
tion, Code Sections 354 and 356 are to 
be amended to treat certain stock as 
boot... . Code Section 355 is to 
integrate provisions of Section 346. 
A new provision added to Section 355 
requires a 20 per cent net worth rule. 
An amendment is proposed to Code 
Section 357(c) regarding the assump- 
tion of liabilities in reorganization. 

Code Section 358 and related sec- 
tions, regarding the basis to distribu- 
tees, would necessarily be amended 
to reclassify certain exchanges. At 
the same time, it is proposed to add 
a new subsection 358(f) to nullify the 
effect of the old Firestone Tire & Rub- 
ber Company decision (2 TC 827). The 
proposed law would clarify Code Sec- 
tion 361(b) regarding the nonrecogni- 
tion of gain or loss as to boot and 
Section 362(b) regarding the adjust- 
ment to the parent’s basis for sub- 
sidiary stock. 

Section 368 defining reorganization 
would be amended mainly to change 
the “solely for voting stock” test in 
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case of B and C type reorganizations, 
and Section 371(b) would be changed 
regarding insolvency gain or loss 
recognition, 

Carry-overs in nontaxable asset ac- 
quisitions, Section 381, would be given 
a new subparagraph (a)(1)(C) to tie 
in with Sections 355 and 356. Code 
Section 382 regarding change in stock 
ownership and net operating loss carry- 
overs would be amended. 


H. R. 4460.—As to the partnership 
bill, H. R. 4460, here’s a quick look at 
what it would do: 


It would amend Code Section 702 
(b) regarding the conduit rule and 
add a new subsection (d) to clarify 
the treatment of dividend exclusions, 
charitable contributions, etc. The 
amendment to Code Section 702(c) 
would eliminate the double inclusion 
guaranteed payments in a partner’s 
gross income. 


New subsection (b) would be added 
to Code Section 703 providing for a 
deduction of organizational expendi- 
tures over 60 months. An amendment 
to Code Section 705 and a new Section 
763 would provide a new general rule 
and a new alternative rule for deter- 
mining the basis of a partner’s interest. 


Section 706(b) would be amended to 
authorize a new partnership to adopt 
a calendar year under certain situa- 
tions and Code Section 706(c) would 
necessarily be amended to cross-refer- 
ence a new Section 764 regarding the 
taxable year of a deceased partner. 
Partnership gain or losses would be 
clarified by an amendment to Code 
Section 707(b) and a new Section 765. 

The new law proposes a clarifying 
amendment to Section 708 regarding ' 
sale of a partnership interest and also 
contemplates amending Code Sections 
721 and 722 regarding contributions 
to a partnership, and adding a new 
Code Section 764 regarding the clos- 
ing of a partnership taxable year for 


365 





a deceased or selling partner. This 
would necessitate an adjustment be- 
tween Code Section 707(b) and the 
new Section 765 regarding sales or 
exchanges. A new Section 770 would 
provide that a person who receives a 
capital interest in a partnership for 
the performance of services must treat 
that capital interest as ordinary income. 

Code Sectien 734 would be amended 
regarding the basis of property be- 
cause of a new Section 780(1), an 
optional adjustment to basis of un- 
distributed partnership property. 

Since H. R. 4460 makes certain re- 
arrangements of the Code sections, 
other amendments proposed are cross- 
reference adjustments regarding col- 
lapsible partnership rules, manner of 
electing the optional adjustments to 
basis, ete. 

Tax Break for Stock Distributions 
Resulting from Antitrust Actions.— 
Hearings are currently underway in 
the federal district court in Chicago to 
determine whether or not the Du Pont 
company must liquidate its holdings 
of General Motors stock to comply 
with the decison of the Supreme Court 
18 months ago that the Du Pont stock 
holdngs provide a “reasonable prob- 
ability” of a restraint in the future 
trade relations between the two com- 
panies. 

The remedy sought by the govern- 
ment is the sale of one third of Du 
Pont’s 63 million shares of General 
Motors stock, on behalf of certain Du 
Pont common stockholders, and the 
distribution of the remainder to other 
owners of Du Pont common stock on 
a pro rata basis. The liquidation oper- 
ation would be spread over a period 
of ten years. 

While the hearings are in progress, 
Congress has before it a bill to give 
Du Pont stockholders a tax break in 
the event that the distribution of Gen- 
eral Motors stock to them is ordered 
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as a result of the antitrust action. The 
bill, S. 200, first introduced last year, 
was reintroduced on January 12 by 
Senator Frear of Delaware, and has 
been referred to the Senate Finance 
Committee. 


The bill would not exempt stockhold- 
ers from tax if they later sold the 
stock distributed to them under an 
antitrust enforcement order, but pro- 
vides that “no gain or loss shall be 
recognized to (and no amount shall 
be includible in the income of)” stock- 
holders of a distributing corporation 
for stock of a controlled corporation 
they receive because of an order en- 
forcing the antitrust laws. 

According to Senator Frear, prece- 
dent for such a law is established by 
the bank and utility holding company 
acts. Involuntary distributions ordered 
under these acts are not taxed until 
the recipient sells the distributed 
stock. 

Designed to aid Du Pont stock- 
holders, the bill would apply to any 
similar cases that might arise. The 
bill would add Section 1111 to the 
1954 Code. 

According to Frear, the taxability 
of the distribution of Du Pont’s Gen- 
eral Motors holdings would result in 
an estimated collective $700 million 
tax bill to Du Pont stockholders. With 
an assumed market value of oniy $35 
a share for General Motors stock, it 
is estimated that individual Du Pont 
stockholders would be subject to a 
federal tax of from $5.60 to $30.45 for 
each Du Pont share owned. Each 
share of Du Pont stock has an equity 
in 1.38 shares of General Motors stock. 


Some 40 years ago, when Du Pont 
made a substantial investment in Gen- 
eral Motors stock, there were 7,200 
Du Pont stockholders. Today Du 
Pont has 194,000 stockholders, includ- 
ing 47,500 company employees. Stock 


is also owned by insurance companies, 
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charitable organizations, educational 
institutions and fraternal organiza- 
tions. 


Much of the haggling occurring in 
the district court is over the effect 
of a court-ordered distribution of the 
stock upon the stockholders. Du Pont 
charges that forced sales of General 
Motors shares by its stockholders to 
meet the federal tax bill would depress 
prices and, combined with the ordered 
sale of one third of its holdings, would 
cause a $5 billion drop in the market 
value of Du Pont and General Motors 
stock. The government contends that 
the sale of the stock would not upset 
market values. It has, however, said 
it would modify its remedial plan so 
as to extend the ten-year period for 
liquidation and to halt sales of Gen- 
eral Motors stock under a liquidation 
plan during any time that the General 
Motors Corporation, itself, was selling 
stock to raise capital. 


The Treasury 


“Tn our view, this legislative recom- 
mendation is one of the most im- 
portant pieces of tax legislation which 
will be considered by the Congress this 
year,’ Treasury officials told the House 
Committee on Ways and Means dur- 
ing its hearings on the Secretary of 
the Treasury’s legislative recommenda- 
tion to amend Code Section 613(c) to 
specify the treatment processes of “min- 
ing” allowable to compute percentage 
depletion allowances in the case of 
mineral products. 

On February 12, 1959, the Secretary 
submitted to Congress his legislative 
recommendation which would elimin- 
ate the phrase “commercially market- 
able mineral product or products” 
from Section 613(c), and substitute a 
new definition of “mining” which 
would specify the allowable treatment 
processes for various minerals. As a 
result of the Treasury recommenda- 
tion the Committee on Ways and 
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Means started public hearings on 
March 5, at which time Treasury 
officials and members of the mining 
industry were heard. 


Questioning of witnesses by mem- 
bers of the committee indicates a 
desire by the committee to look into 
the whole depletion picture, includ- 
ing consideration of depletion rates, 
and that the quick legislative action 
requested by Treasury would not be 
possible. 

Treasury officials stated there are 
380 cases now pending involving the 
question of a “cut off” in the mining 
process where the percentage deple- 
tion allowance should be computed. 
The government could sustain a tax 
loss of nearly $297 million if tax- 
payers’ claims now on file were up- 
held. This estimate does not include 
tax losses already sustained as a re- 
sult of the settlement of cases on the 
basis of recent court 
the 380 pending cases, approximately 
140 are now in the federal courts. 

Quickly following his legislative 
proposal to Congress to amend Code 
Section 613(c) for defining the term 
“mining” for minerals, the Secretary 
sent to Congress another recom- 
mendation to amend Section 613(c) 
which would prescribe for the oil and 
gas industry the processes allowable 
in computing gross income on which 
the precentage depletion would be 
based. The Secretary’s second legis- 
lative recommendation would add 
new subsections (5) and (6) to Sec- 
tion 613(c) specifying that gross in- 
come for depletion purposes would be 
attributable to 
and gas before transportation from 
the vicinity of the well and before 
conversion beyond the crude state. 
The Secretary cited the district court 
decision in the La Gloria Oil and Gas 
Company case, 58-1 ustc § 9150, now 
on appeal to the Fifth Circuit, which 
held that the taxpayer who processes 
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natural gas into propane and butane 
in a cycling plant is entitled to deple- 
tion on his gross income from the 
sale of such products. The Secretary 
stated that depletion computed on the 
basis of price received for finished 
plant products was unreasonable and 
was not intended by Congress. 


The Commissioner 
“Earn While You Learn.”—The 


Commissioner is stressing “earn while 
you learn” in his pamphlet beamed 
at college graduates to attract future 
internal revenue agents. Other in- 
centives spotlighted are these: from 
2% to five weeks vacation annually, 
sick leave, automatic salary increases, 
liberal retirement plan and low-cost 
group insurance, and military leave 
with pay for reserve training. Also 
stressed in IRS Document No. 5027 
is a starting salary of $4,040 a year, 
with a raise to $4,980 after the com- 
pletion of a training program. 


Settling a Tax Case.—Chief Counsel 
Arch M. Cantrall has clarified a widely 


misunderstood tax problem—why the 
government often settles a tax case 
for much less than it contends the 
taxpayer owes. Two reasons are: 
(1) The taxpayer will not cooperate 
with the IRS agent during his in- 
vestigation and the agent must com- 
pute the tax liability on information 
available. Later during the settle- 
ment conference or Tax Court trial, 
all facts are revealed and a settlement 
can be made on the actual taxes due. 


(2) A court decision, new regula- 
tion or ruling adverse to the govern- 
ment’s claim against the taxpayer will 
be issued while the taxpayer’s case is 
pending which often results in a 
settlement or concession by the 
government. 


Back Taxes.—As of January 1, 1959, 
over 1.2 million taxpayers still owed 
the federal government back taxes in 
the amount of $1.3 billion, which the 
IRS is still trying to collect. The 
1958 figures, although high, show a 
great decrease from 1954 when 1.7 


million taxpayers were in the arrears 
by over $1.6 billion. 


FROM THE THOUGHTFUL TAX MAN—Continued from page 295 


tax training program for high school 
students. National organizations have 
promised they will make our school 
tax training program one of their an- 
nual projects. These two projects 
alone should reduce tax return errors 

-and I want to stress that errors 
are costly in time and money both 
to taxpayers and to the government. 


QO. In 1958 the Service processed 
over 35,000 requests for private rul- 
ings and technical advice from dis- 
trict directors, Of this amount, 687 
were published as revenue rulings and 
procedures. Do you feel the Service 
can increase information to taxpayers 
and counsel on interpretations of the 
tax laws? 
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A. Many of these really are not 
“rulings” as we use that term, but are 
more in the nature of general infor- 
mation letters. Of those that can be 
called private rulings that are issued 
each year, only a small portion are of 
general nature which apply to all tax- 
payers or set forth a principle or 
rationale which can be useful as a 
precedent or contain real guidance 
considered to be helpful in other cases. 
Most rulings involve facts peculiar to 
one taxpayer or to only a few, and 
would not be of general interest or 
have any precedent value. I am look- 
ing into our whole program of pub- 
lishing rulings, but I want to stress 
that the quality of rulings is more 
important than the number published. 
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Meetings of Tax Men 

New York University.—Talent from 
various parts of the country is scheduled 
to speak at the Fourth Biennial Con- 
ference on Charitable Foundations at 
New York University, May 11-12. 
Chairman Donald Young, of the Rus- 
sell Sage Foundation, will lead the 
discussion on “Planning and Internal 
Organization and Operation.” Asso- 
ciated talks include “Staffing for 
Foundations” and “Patterns of Founda- 
tion Giving.” “General Policy Problems” 
(chairman—James O. Wynn, of Wynn 
& Blattmachr) will include discussions 
on “Patterns of Financial Support” and 
“Foundation Investment.” “Law and 
Taxes,” the final major topic, will feature 
a panel discussion on the new Treasury 
regulations. Chairman will be Jacquin 
D. Bierman, of J. K. Lasser & Company. 
For further information write to Henry 


Sellin, Institute on Federal Taxation, 


New York University, Washington 
Square, New York 3, New York. 


Loyola University, Chicago.—The 
university, with the cooperation of the 
Profit Sharing Research Foundation, 
will offer a lecture series on profit 
sharing, which will be open to the 
public without charge at the Loyola 
Law School, 41 East Pearson Street, 
Chicago. On April 7 Reverend Bern- 
ard W. Dempsey, head of the De- 
partment of Economics at Marquette 
University, will speak on profit shar- 
ing and economics. On April 15 the 
director of the Profit Sharing Re- 
search Foundation, J. J. Jehring, will 
speak on profit sharing and industrial 
relations. On April 23 Edward Lodge, 
of Sears, Roebuck and Company, and 
John Ferren, of Zenith Radio Corpo- 
ration, will participate in a panel on 
profit sharing in practice. 


Of course | deduct them. To everyone else, clothes may be personal 
—but as far as I'm concerned | buy them only to earn a living. 
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